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Summary

The common supposition that the US economy is be-

- coming increasingly intordependent with the rest of the

E' 4 world is clearly borme out by statistical investigations

Y preliminary to this paper. Indeed, not only has the de-
gree of interdependence risen substantially; the extensive-
ness of it is now considerable as, for example, more Amer-
ican plants are located abroasd, more American banks do
business abroad and so forth.

This raises questions concerning the extent and na-

ture of implications for the execution of domestic policy g
and for our international political and security relations. ff -
As-we move more intensively and extensively into interde- 127 »{
pendence, the distinction between policy action uniquely of O

__domestic congern and action with international implications '
becomes tlurred. Thus, the doumestic policies we adopt and
the weans of pursuing them can incrcasingly be reinforced
or countervailed by the international connections they
carry.

To reduce inequities -~ real and apparent, for it is é
the visible effect that is more relevant -- and hence inter- :
nationgl friction and distrust, governments will increasing-
ly find it nocessary to agree on international rules, codes
and the like that limit Ireedom of action by each of them
in wide areas of what are here called micro-policies hereto-
fore considered domestic., This will almost certainly require
surveillance and in some cases arbitration within internation-
sl institutions. :

More difficnlt to achieve, even to conceive intellectuslly, ’;
yet fundamental to these adjustments, is the need for sub- E
stantially more effective international coordination of wmacro-
economic¢ policies and conditions -- the domestic fiscal and
monetary policies that determine levels of aggregate income,
employment and prices. The economic turbulence that has
plagucd the world in the past several years attests 'to this.
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And few things caﬁ give cause to s8tronger strains politi-

~ 1 ¢cally then the belief that the economoy of another country e
: is aggrevating your own unemployment problems. E

1 There are two general factors that apply with special ‘

importance to any such tasks. Fortunately, substantially

improved coordination of macro-economic policies and condi-

tions -- and, if we choose the tactic, closer international

involvement with domestic micro-policies -~ need only con-

[Shid A0S ASITIERR

cern little more than a handful of major, advanced countriss,
namely, the US, the European Community, Japan and Canada. %
. Unfortunately, on the other hand, the task of governments 3
= ; in exercising control over such things as the international y
.f : flow of money, the location of plants and regulatory and
 : ; tax policies is growing much more complex. : -
' Our interaational political, security and economic ;? .
relationships are closgely interwoven. Each segment affects ‘? f;
G ; and is affected by the others. Rising interdependence can :
» make pogitive contrlbutlons to our political and security .
- relatiéﬂé:'fof eXémple, by 1ts contribution to econcmic
prosperity and a basisg for political stability. On the
other hand, the larger the volume and relative importance of

international trensactions the more frequent will be the
potential for international friction and declining mutual
confidence; it is reduction of this friction and an increase
in mutual confidence that surely must underlie efforts to
improve our internstional political and security relations,
notably among our mejor allies.
We are, at least arguably, at a stage of interdependence
with these major trading countries where serious and sus-
tained friction and damage to mutual confidence are inhibit-
ed by the very size of the stakes that have thus far evolved. - :
If we are to continue the trend toward great interdependence, f
it will be crucial that we carefully cultivate such inhibi=~
tions. This is almost certain to entail established proce- -
dures and a more effective international institutional frame- *
work, ‘
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tlc macro-economic policies and conditions actually makes
this & prerequisite, but such consultations could also go

far in reducing friction and distrust uver trade and other
igsues,
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= To the extent that our institutional approach can
= - include intimate and comprehensive consultations in a

; : small group comprising such major actors as the US, the
- ‘ EC, Japan and Canada, we shall find such efforts more

b likely to succeed, The effective coordination of domes-
b
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One might sum up the major, key costs and benefits

of increasing interdependence among major allies along the
following lines:

Benefits: -~ Increasing good international business,
poesibly adding inhibitions teo un-
acceptablc practices;

-- Contridbution to economic prosperity;
~- Forming a base for polltlcal stability;

-- Contributing to the means for partici- L=
pation in mutual security.

Costs: -= Potential for more international fric-
tion and distrust;

== Encroachments on the choice and execu- e
tion of domestic policies. i

If this ig accepted, one might agree that the follow-

ing conatitutes the line of action necessary if increasing

interdependence is to be accommodated constructively:

~= A careful buildup of the inhibitions to factious
behavior by cultivating political wills, by more

effective international procedures and by strong-
er internaticnal institutions;

-~ Improved use of domestic policies and a wisex
choice of them;

-= More effective intermational coordination of .
domestic macro-economic policies and conditions.

This is a formidable line of action, and different

readers will judge its feasibility or desirability differ-

ently. In doing so, it is important not to oxagberate what
the needed action implies.

It is not the perfect system that would be required.
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There will always be some international friction, even
among major allies, and how it is resolved may be, within
limita, more important or certainly more feasible than i*s '¥z
complete elimination. We shall never see flawless eXocu- L
tion of domestic policios nor a perfect international coordi- ‘
nation of them, But a coatinuation of rising interdependence
will require a far less imperfoct and a more progressive
international system, along with more intelligent and -2
effective domestic policies, than we now have.

Whon looking at the impact of international aspects ,
on domestic policy choico, it is important to keep in =
=ind that the most aggressive competition to a given domes-
*4.¢ policy usually arises from alternative domestic policies.
We often chooso a domeaticlpolicy in conflict with intexr-
i“Mﬂmmw”-Q.p,ndence”becausauinmiaNga§igxﬁinHtezmaﬂQf‘@QQQQFiQﬁV;%_Aq
politica, not because it i8 necessarily in the best inter-
est of the US, oven from a domestic point of view. A typi-
cal product ic unccoencmic protection from forcign competi-~ oL
tion, leading to more international friction. For example,
our governwent procurement practiccs msy increase operations
for o domestic firm, but they go against our domestic ob-
jective of minimizing government expenditures. It is not
only interdependciace that argues against such protectione.

And while the strongest indictment against growing
interdependence is perhaps the important inhibitions it
places on the free execution of domestic monetary policy,
we do not always acknowledge that we have tried in the
past to rely unduly on menetary policy in the managenent
of the US economy. We have done this because it is so
difficult to pursuade Congress and the public on the need
for nore timely fiscal action. But, with or without grow-
ing interdependence, we surely now see that our execution
of domestic ficscal policy must be substantiully improved.

what are the brosd policy alternatives available to
‘u8 as regards growing interdependence? There are at least
the following, plus a number of variations and combinations
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of then:

could

-- We/contihue to drvift inteo increasing inter- 5
depondence, acting here and there to increase e
it, while generally supporting moderate improve- :
menta in the international institutional frame-
WOrkK;

-= We could exocute a measured and deliberate yra-
duction in the pace of interdependence other-
wige provailing, for exumple by excrcisineg con-
trols over cortain interaaticonal trangactions,
while supporting maximua frecdom for exchanse
rates to seek their own levels with no intev- g
pational surveillance; an important variation =

in this cuse would perumit an individual coun- S 3

try to imposu specinl reostrictions axainat <
tranaactiony with other countries tfoxr ita own i
balance of payienty purposes with the conaent
of other members of the coumuuity;

-- Wo could press on, with doliberate support fov s
and uccommodaticn to the intexdepondonce trend.

eomeeeo-—¥n considering-these” (and other) options one must
exorcise carc in being consiustent to tho oxtent thut the
effectivencss of our intornational instituticona wust keep
up == roughly -~ with policy cholces,.

A deliberate roduction in the rate of increvased inter-
dependonce raises this question starkly. 1t could happen
through growing divigiveness, through negative actions
auch as thouse that gravely threatened the prosent systom
ih the early days of the current energy problem, This,
surely, would be the worst of possible worlda.

ln fact, to roduce the rate of intexdependence con=-
satructively, capocially if some countries wore to be uble
to have restrictions while others did not (the variation
on altsrnative two above), would reguire the typo, if not

EAF N

the degree, of internatiocnal institutional guccess and inter—
governuental cmpathy that is requisito to accommodation of ' o~
further intordepondence. Any sensidle and constrmuactive
resolution of the problem, indeed, is going to reguire Just
thias.

If in the face of growing intenicpoendence we aroe to
increuse the inhibitions and mutual confidence referred to
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earlier, we shall need a shift in the responsibilities of _
our international institutional framework from intsernation- .jﬁ
al cooreration to codes, and rules backed by international ff
surveillance and arbitration and, more important, interna- =
tional coordination of domestic macro-economic policies. EE
And, of course, the execution of domestic policies will g
have to be improved in any case -- substantially improved. 4 :
Where one comcs down =-- whether one believes that
accommodation of further interdependence is practical or

desirable -- to a large extent depeands on whether one be-
lieves that a political will for this kind of shift can be
developed domestically and internationally end on how one
viewe the alternsatives.
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s reface:  The Scaantics of "Interdepondence®

Webnter defines intecrdependence as being mutually or
reciprocally dependent. This is tidy enough, but it begs
the question of what dependent means. At best, dependent
is a relative state of affairs, meaning different things to
different people and at different tiwes,

The US and the USSR are mutually dependent that neither
will take a casual attitude toward nuclear destruction. In
the diploumacy of power, and in other wuys, we have & mutual
stake with, say, Jupan as to whether that country continues
to ally itself with us ol chooses to bocowe overridingly
oriented towurd, say, China, Each of the parties invelved
stands to loge or gain by the actions taken or nocessitated
by another.

We may attach gureat importancesoune day to cloaner waters
in the Atlantic Oceun. We and numerous other countries are

" be done by théAhction of any one, but it could be done if all
or mest concerned shared the responsibility. We are mutually
dependent on a responsible approach by all, snd the importance
of this mutual dependence depends in this instance on the
importance we attach to less foul Atlantic waters.

Economically, there are certain products which the US,
for exawple, can only et from other countries. We may de-
pend on these products to meet important needs, and the ex-
tent of this importance will bs associated with the signifi-
cance wu attach to a mutually responsible association with
the producers and the producer nations.

But economic interdependence has a far broader base than
Plugging the shortfalls of any hypothetical attempt at
gutarky. The US automotive industry could exist without
its warkets in, say, California and Texas, but it has cone
to depend on the sale of a rising volume of autos in those
states; converssaly, California and Texas could ¢xist without
the US gutomobile industry, dut they have comoe to depend on
it (along with the Japanese, Germany, etc. automobile in-
dustries) for an important means of transportation at a
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given comparative cost. And so has been increasiugly the

case in our view cof foreign markets and the view of =
foreigners of the US market. We have bocome mutually =
dependent.

Similarly, US financiers and industrialists could S
alwuys find profitable places for their money and for s
their direct investments, but they have come to depend on -

the possibly greater profit of some placements abroad, e
and foreigners reciprocate this kind of dependence both =
as recipients at hoace and as investors in the US, 2

Thus we have come to measure -- roushiy-the extent
of economic interdependence by the rise in international =
-8 transactions of the U5, for exumple, relative to the ise
- in domestic transactions and by other, highly sophisti-
cated mcans.
___ But it is in the aggregats that these many specific
forms of ecomomic intenependence combine to meke the 0~ - - e
greatest generul impuact throuph the increasing seusitiv- -
ity of the US eccnomy to the movements up and down of .
genoral economic activity of the rest of the world or
of particulerly important parts of the world, that is,
we are mutually dependent, st the meigin, as concerns
changes in ovar aggresate levels of inconme, prices, eunploy-

R P O T

ment, etc. Thus, to paraphrase, when the Gerwman econoay
sneezes loudly and for sowme while, Xurope catches pneu-
monia and the US comes down with the gripps. Jnflation
can be traced across internsational boxders in much the
same way. Indeed, as pcinted out in Chapter III of this
puper, the current inflationary virus is vexry much the
result of a series of international events and is thus )
sharply distinguished from the inflationary swell in the "~
US some s5ix to eight years earlier.
Interdependence, then, exists and its oxistence can
, Le substantiated to any reasonable person. But there is no
‘ﬁ reason to expect that all will agree on the importance of

a specific sspect of it or on the degree of importance
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attached to intardecpendence geuerally. This paper, in-
deed, is designed to help readers clarify their views
on Just such matters.
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ij The Consequences of Interdependence:

A Policy Point of View

E? Introduction

|

%

Among the handful of fundamental underlying trends
affecting international relations over the past three
decades two are directly related to the purposes of this
paper. They are, first, the increasing role of govern-
ment in the national economy, from commitment to high
employment and preservation of the environment to safety
stendards and an occasional frecze on prices and wages,
and, second, growing interdependence among national
economies,

~ The emphssis of most economic studies dealing with
general and substantiv2 aspects of the interplay of these
phenomene has been on the interference of the first with
the second. The literature on nontariff trade barriers
{NTBs) fells in this category. The focus tends to be on
measures that sacrifice potential gains in world income.,
Although attention to the factious impact of NTBs inteor-
nationally is sometimes generous, the trade-off is more
often than not seen as domestic protection against higher
income. And quite usefully so.

This paper looks at these two fundamental trends the
other way round -- at the impact of growing interdependence
on the execution of national policy. As such, it will
examinz2 the same coin. But the view differs. It will
look, for example, at how we come on to some of these prob-
lems from the beginning, and the problems, of course, are
much broader than those represented by NT3s, From this
view, the trade-off might be said to be independence of
action domestically at the expense of others doing like-
wise.

Thig, in turn, raises questions of the extent dnd

| I
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refleets the common reaction of the countries involved

nature of implications of interdependence for domestic
policy execution. It also raices the question of whethar
the current pace of interdependence is compatible with
Judicious and broasd pursuit of cur domestic objectives o
and the kind of international politicul and security o
relations we seek. P
Intexrdependence i8 not a new phenomenon. It has
been witn us for centuries. The case can be made that the
world, &8s we knew it, was noru interdependent than now s;
under the Roman Empire and, a less pursuasive case, under o
the gold standard. What distinguishes the present systenm
more than anything else is the large extent to which it
is both mun-made and voluntary, the cxtent to which it

to what makes sense in prevailing circumstances from the
view of the interests of the individual countries. 3

T TAnd  this ig very much e matter of deprce, "The T T T ““M‘“tg“"“””
community of advanced nations —- primarily the US, the :
Europcan Community (EGC), Japun and Canada -- amoug which
interdependence is most intcense, are a long way from
economic integration us a unit. For convenience, let us
say that they are at a point of high intexdependence, and
the degree of interdependence of thesa advanced nations
with other parts of the world varies substantially.

We are, in this proceas, on a trend, not at s cross
road. Indced, it is sn asgumption of this papexr that,
setbacks (however severe) notwithstunding, we shall ba
on thut trend for many yeurs to come. But this isg s
trend aslong which we shall neced to VLend, delay, ride
with the tide, even accelerate, depending on prevailing
circumstances. We need to know where we arc ulong this
trond, where we secem to be headiupg and what are the con-

R N R T R I SO

sequences ol these questions for our welfare as a nation.
It is the aim of thia paper to help in the formula-

tion of answers %o such questions. It will try here to

sharpen and there to broaden our perceptions of what

TS 1, 3 SRR
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interdependence constitutes from the policy point of
view. The particular focus of the paper will bs on
) the principal fields in which iuterdependence has an
" impact on US national objectives -- and on how these
j " objectives are pursued -~ notably in what fields and

“circumstances interdependence acts as an inhidition, a
prohibition or, on the contrary, a reinforcement in pur- -
suit of our objectives. oA

"The paper begins with a brief description of select- 3
ed atatistical measures of the degree and extensiveness
of US interdependence. This is followed, in Chapters :
-~ II and III, by an examination of illustrative national T
3 ... __policies affected, broken for presentational purposes ff
L into those called micro-policies (involving some part of S
S broader policy such as a sector or a program) and those ' '
: " Tcalled macro-economic—policies, which entail .the manage- _ _
. 2 ment of the economy es a whole. The paper will then
T look at how interdependence fits into our objectives
relating to internstional politicsl relations and inter-
nationrl security and how multilateral consultations fit
into the pursuit of our objectives. At the end, there
will be an ettempt to assess the varied features of inter-
dependence treated in the paper, designed to assist the
reader in reaching conclusions on the relative role of
interdependence in the execution of policies to achieve
national objectives.
: The burried reader will wish to confine attention
i in Chapter I to the statistical table and in Chapter II

5 to its introduction.
: A word of explanation seems justified here for the
apecial geographic focus in much of the paper, a focus ’ -

on the interdependence of the US, the EC, Canada and
: Japan or, mcre generally, on interdependence among the
i advanced industrial countries whose trade and finance
? are 80 closely interwoven.
} Interdependence is, of course, global. There ars,
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indeed, times when we may be forgiven for thinking US
interdependence is most important with, say the Middle
Eget. On the long and broad view, however, US inter-
dependence -~ economic, politicel and security == is
most intense and importunt with the industrial countries
here highlighted, This is where the volume of trans-
actions is greatest; this is where the capacity of the
US to seek and carry out policy objectives is most affect-
od.
Collectively, these countries set the pace for the =
rest of the world, for example, in work toward economic
growth with reasonable monetary stability. This is
where the international momentum and influence lie, for
“example, toward a freer world, When these countries pull
= together, most things arce possible; when they are be-
b — ———-get with divisiveness, little can be accomplished, It
is perhaps particularly in the challenging field of - 3
synchronization or coordination of macro~economic poli=~ 2
cies and conditions ~- a field given much attention in
this paper =~ that thesc countries represent the key to
solutions that may be pursued.
A paper that attempis a comprehensive view of such
a complex and varied phenomenon as interdependence per-

haps inevitably finds a necessity here to skimp on the
depth of treatment mnd there to skip examination of
facets not without importsuce., This paper is no excep-
tion. A spoecial geographic {ocus in much of the paper
has just been mentioned; it in no way contradicts the
significance of US interdependence elsewhere, notably ;
perhaps with the so-called Third World. There are other .
omissions.

The treoatment of national exchange rate policies
and, collectively, nontariff trade barriers, for example
in Chapter V, is not as extensive a8 in papers on individ-
ual aspects of interdependence. There has been no atiempt
to slant the contents of the paper topically. Thus, the

i
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-~-~r¥pr6bleméio£—enersy and of the multi~national oorporétion
(MNC) are notu given special focus. They, like other :
fresh problem areas that will arise, fall in the scheme e

- of this paper into broader issues here considered more o
- fundemental, | : , | T
An important area not treated separately in the @;3

“paper is the impact of interdependence on national tax o

_ ;nd regulatory policies, and _the MNCs are especially in- o :

~~volved ‘in them. No doudbt interdependence does impact fi 5

on the effectiveness of these nati.nal policies. It B

- 18 the position of this paper that this impact can be o wé

.. leasened or not, depending on nationsl wills, in much S

. the seme way as most issues here treated.
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I, Some Measurements of Interdependence

Moast observers have long accepted the proposition
that the US economy has over the past decades grown
increasingly interdependent with other economies. We
have been told in countless speecbeq%nd not a few books ’3;
and articles that foreign trade has grown more rapidly fj
than GNP, bBut the growth of the US involvement in the
international econcmy has been much broader than this
common c¢cmparison tells us. For example, in the past
two decades:

-=- US merchandise exports have increased sixfold;

~=- The book value of US foreign direct invest-
ments has risen fivefold and is over $100
billion;

—- A8 a consequence, US firms are now partici-
pating in the producticn and/or distridbution
process of 152 foreign countries and terri-
tories;

-=- Net income on such investments plus fees and
royalties has risen from $1.6 to about §13
billion annually.

—- And some 107 US banks now operate a total ;
of 627 foreign branches throurhout the world, K
holding assets of over $75 billion,.

For a more specific idea of the extensiveness and
pace of interdependence, a time series has been run
for four selected equations comparing indicative inter- :
national transactions with their domestic counterparts. E
These data are summarized in the statistical table below. .

;
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Statistical Comparisonsg of US Data:
Annual Average 1957-59 to Most Recent Year

(In millions of dollara)

;- Annual Avg.
& 1957-5 1972 1993 % Change

‘e Goods )
8 Gt oo RV Lz 3
;i\““ Ratio of rorelgn to domestxci (O 075) (0. 223) 5&:8,, L
. Investments in Mfg. P1ant & Equip. ] :
: a) Direct investment abroad 1,265 8,915 604, 7 by -
b) Domestic expenditures 1/ 10 780 R 2 560 .. 202.0 Lo

“Ratio of foreign to domestic ~ (O, 117)
E!I. Sales of Mfrs.

0. 274)  134,2

ag Affiliates abroad 19,715 110,404 n.a. 460.0
b) Domestic sales 1/ 300,651 ?25 310 141 .4
Ratio of foreign to domestic (0.065) (0.152) 133%.8

V. Private claims

ag Private liquid claims abroad 13,295 65,651 393.8 =
b) Private domestic claims 600, 582 1,716,178 185.8
Ratio of foreign to domestic (0. 022) (0.028) 7247

§
'
i
3
1 -
3
3
;‘
1

ia. Not available
Preliminary
Excluding petroleunm

';rcea: See footnote to this chapter

© e e ———— — A . . - < = . e e PP



e dLe el ATRE T RITIEe Laeeal e maae s ei o oL L

A » -1l -
The base period for these series is the annual

average for 1957-59. The status of these relation- T
ships has been run through 1973, except in the equa- s
tion involving sales of manufactures by US affiliates

E abroad, data for which are only available through 1972.

: The first equation is the familiar one of the ratio
of US merchandise exports to US GNP goods output (GNP 4
minus expenditures on services and structures). The =
trend toward growing interdependence is unquestionable, -
the ratio rising from the dbase period to 1973 by S4.8 L
percent. Wwhile this is the ratio most commonly consider- =
ed, it is noteworthy that it has risen least of the four
here considercd as, collectively, an indicator of the
pace and extensiveness of the.interdependence trend. I ,

The ratio of US direct investment gbroad. in-manu- - - -~ = **

facturing plant and a2quipment to domestic expenditures :
on manufacturing plant and equipment rose 134.2 per- 5
cent over the same period,

The ratic of sales of manufactures by US affili-
ates abroad to US domestic sales of manufactures rose
by 133.8 percent. This particular series is designed
to take this brief investigation beyond a look at what
has been happening to the establishment of investments
(above) and shed some light on the degree of activity
or intensity of the involvcment abroad.

Finally, and as a crude catch-sll for the innumer-
able and varied monetary transactions other than trade,
services, direct investment and government accounts, the
ratio of US private liquid claims abroad to comparable
US domestic claims was considered. Here the rise was
by 72.7 percent.

The trend of these four ratios is clear and con=-

sistent. Economic¢ interdependence has becn proceding
at a very substantial pace and it has been more compre- -
hensive than commonly judged.
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: Like any other years that might have been chosen

; for the comparisons uscd above, 1957-59 and 1973 were

: affected by unusual conditions. The base period was
chosen because it stradles the achievement of converti-
bility for European currencies, dramatizing the end of
European reconstruction. The choice of 1973, the most
recent year for which data are available, raises seri-~
ous questions. US merchandise exports rose sharply to v
new heights that year. On the other hand, to have if
chosen a less recent year would have been to measure £y
exports under the handicap of an unrealistic exchange
rate. In any event, the choice of 1973 seems justified:
if 1972 were used, the ratio of exports to GNP goods

- ~output would remain-substantially higher than in the
base pericd; experts in 1974 rose to higher levels than

1973 and the higher platesu established in 1973 does
A not appear to be evanescent.




Chapter I: Footnotes (Sources)

US Merchandise Exports:
1957-61: Survey of Current Business (SCB)(US Dept.
of Commerce), 6//0, 'able 1, p. 54
1962-7%: SCB, 6/74, Table 1, p.30

Goods GNP:
Annual Report of the Council of Econamic Adversers

Tﬂége C-6, p. 256

Estimates of Property, Plant and Equipment Expenditures
on Manufacturing by Majority-Owned Foreign Affiliates of
US Companies:

1957-62: Balance of Payments Statistical Suggle—

ment Ehuv u% to GUd 1G6g, Table o2, P.
Estimates of New Plant and Equipzent IUxpenditures for
Manufacturers in the US:

19?2"7) )Vﬂ, \)/7"’ Iablb )’ P. LO
(Petrolenm excluded)

Sales of Manufacturcs by Majority-Owned Foreign Affili-
ates of US Companies:
1957/59/60: 3alance of Payments Statistical Supplement
(Rev'd) to SC3, 1962, Tadble 65, P. °¢
1966-72: §C3, b/7+, Pt. 1I, Table 3%, p. 28

Corpcrate Seles by US Manufacturing Industry:
1857-6%: National Income Supplemant to SCB, 8/6v,
Table 6.19, p. 14> y
1964-69: Supolement to SCB, 7/73, Table 6.19, pp. 28.69
1870-75: Sub. G704, Table 6.19, p. 41 ’
(Petroleum excluded)

US Private Liquid Claims Abroad:
1957: £C3, 8/59, Tuble 1, p. 29
1959 b(ﬁ 8/€1, Tuble 7, p. 26
1965 uv’, Q/GS, Table l_c,“ Pe DO .
1965: sSCB, 10/70, Table 2, p. 23 -
1966: SUE, 10/68, Table 1, p. 20
1967: SC3, 10/69, Table 2, p. 24
1969: SUE 10/71, Table 3, p. 21
1960 and'197l 73: 5C3, 8/74 Pt. II, Table 3, p. 5 -
Definition: *or exanple, in la it cited
source, line & winus lines
4, 9 and 21. ‘

219572691 SGB,. 1470, -Tab10- 1y -Pe 29:c i o
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¢ .~ UB Private Domestic Holdings of Funds: .

L 1959-64; Flow of Funds Accounts 1945-72 (Federal
Reserve Boa s line 12, p. 81

1965-73: Flow of Funds Accounts 1965-1973 (Federal
Regerve Bo s Pe 28, line 12
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I1I. Ilmplications of Interdependence for

Domestic Micro-Policies

Introduction

As we move into more extensive and intensive inter-
dependence, the distinction between specific policy
actions uniquely of domestis concern and those with
international implications becomes increasingly blurr-
ed. This is a natural consequence. The more foreign
trade, investment and finance among countries grow the
higher are the stakes and the exposure to damage, adver-
tent or inadvertent. The consequences among policies
discussed in this chapter more often than not appear

--to -the foreigner as forms of nontariff trade barriers
(NTBs).

If we decide in the nationsl domestiz interest to
increase government appropriations to support research
and development in machinery for the manufacture of
shoes, for example, exporters of shoes to the US would
certainly protest that we were on the international
side of the blurred line.

Suppose that as part of our efforts to increase
Jobs and raise incemes in 4Appalachia, manufacturers of
shoes, among others, are offered large losns st rates
and terms subsidized by the federal or state govern-
ment (or both) and as a consequence domestic manufac-—
turing processes for shoes sold in the US are megsur-
ably mwore sfficient and imports of shoes fall. Our
objective may seem domestic to us, but foreign export-
ers wculd see such action as an international measure.

What, though, i{ as a part of ocur federally-spon-
sored manpower programs, we helped train workers on shoe
machinery anc as a result made their output more competi-
tive or auguudly more competitive? Or can we find our-
selves unquestionably on the domestic side of the blurred
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o :' ' line when government merely brings about a determined
e rige in the quality of public education in a district
dominated economically by the manufacture of shoes?

All rather far fetched, one might 3ay, but in each
case we are underwriting higher productivity in our
shoe industry. Each such type of activity -- and more ~-
has been cited in at least one brief filed by US im-
porters with the US Commissioner of Customs.l/

Once again, the authorization of public funds to
build a dam with hydrcelectric facilities may seem at
first glance entirely a domestic matter. 3But we know
2 from publicity surrounding the Greer's Ferry case, for
- ; example, that foreigners do not see it that way. In-

: deed, that matter wus raised at levels as high as
betweea President Eisenhower and Prime Minister Mac-
millan, resulting in a ringing defense of interdependence.g/

,;i“““”‘”"“““““*"Surﬁ}31*tbe“case“haS”been"made;'”The“instances‘of“—““ S

ﬁ : interplay between domestic and international interests
o are beyond counting oxr even meaningful category. The
points of interest here are how the interplay comss
about, has it on the whole been significantly harmful
in terms of US national welfare and how have we tended
to cope?

SR
3

Generally, our policy responses to international
inbibitions or prohibitions in these areas have fallen
into three categories: (a) to circumvent the inhibitions
and take the sometimes costly consequences, (b) to accept
the inhibition or prohibition and conform domestic poli-
cies to them, or (c) by careful and patient debate to
pursuade others that our objectives are valid and that
the inhibitions are misplaced.

The sometimes heated debates within government have
tended to center on adoption of (a) or (b) above -~ and
compromises of course occur many times. More recently, -
option {c) has been followed with a certain quiet fre-
quency. This tends to be in areas lately dbrought into
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conflict or question by increased interdependence and

‘ more extensive government intervention domesticeally,

f ; for example, air pollution control, but this does not
mean, for a moment, that options (a) and (b) have ceased
or will cease to be active.

It is worth noting that the international connection
is by no means the only interference encountered in the
pursuit of a particular domestic policy objective and in
deciding how it should be pursued. Alternative domestic
objectives and means of pursuing them are commonly the
more aggressive competitors., These two facets of policy
3 selection and pursuit often overlap, scmetimes to the
E B nation's favor, sometimes to its disfavor. For example,
Fii we often avoid a conflict of domestic objectives -- or
Eﬁr resolve one -- by imposing a nontariff trade barrier.
77T TTUTT"On the otber hand, we sometimes gain support for a
: laudable objective precisely because a popular, seem-
ingly easier alternative would be in violation of our T
international obligations or contrary to our national
interests because it would invite costly retaliation or
otherwise risk damage to profitsble operations inter-
nationally.

r——
Oy

In the remainder of this chapter illustrative cases
will be examined in an effort to provide more specific 3
insight intoc how the interplay has come about and how
we have responded. In selecting these illustrations
variety has been an objective to make the overall pic-
ture reasonably representative,

Agriculture y

This constitutes the most obvious illustration of
the interplay of international forces and domestic poli-
¢y execution. A Key domestic policy objective in the 3
US (and elsewhere) has been to support farm income. This -
is a valid option open to any country. But the means by
which it is to be pursued are critical, not just in. terms
of workability and domestic cost, but also in terms of

_—— sl
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~mignificantly encoursged. But in the short run the
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whether the internatioual interplay will work to
support or hamper achievement of what is sought.

The US (and many others) chose from the start --
that is, beginning in the 1930's with intensification
‘through the 195C's -~ to achieve its domestic objective
by manipulating domestic supply, for example, through
acreage control, and supporting domestic demand at
artificialiy high prices, for example, through stock=-
piling.

There were domestic problems from the start.
Domestic supply was never susceptible to absolute con-
trol, in part because US farmers are adept at exploit-
ing technological advances. Domestic production of
many major crops exceeded domestic demand, and at high
domestic support prices imports of certain products were

international interplay seemed %o provide a convenienst
prop in execubtion of these policies. Subsidized and
other concessional exports heclped in bolstering demand
for some domeatic products; import quotas were used to
contain the problem of supply in certain other products
while maintaining high domestic prices.

In the end, early US agricultural policies proved
in significant cases to be unsustainable for domestic
reagons relating to inequities that evolved and to their
financial and econamic costs. They have been undergoing

- sabstantial clange since the 1960s. In the interim, we

found\{t“necesgqu to support critically weakened pro-
visions of the GATT applicable to subsidized exports of
agriculture and we maintained import quotas under GATT
waiver, 2/ That one of our more bitter controversies with

the EC has been over agricultural policy cannot be entire-

ly disessociated from the earlier nemlect of the US and
others ¢f the international implications for the means
by which domestic policy objectives were pursued.

The past two years bave seen a drsmatic shift from

|
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problema of domestic agricultural surpluses to world
food shortages of serious proportions, This ococuired at
8 time when tho US and wost of the world faced & most
sericus influtionary threat. The quandry for the US in i
these circumstancea became, on the one hand, a strong i
urge to cmbargo or otherwise artificiolly ocurtail ex- et
ports of certain products to reduce price pressureg =
domostically and, on the other hand, to mget our cummors
cial end legal commitments to foreign purchusers ond
A generally to prescrve an international posture in trade
. . - poligy.
g ~ Briefly ond with grout secloctivity we resorted to
embario and export controls when this situstion wes at
’ - its worst, It seems fair to say that at vome degr.: of
g - 8 lower level of interdepondence woe almozt certainly
, §**M““~*~w”would~h*vcfgone'the~embargo-routoﬂmoro gonerally,-leas . . ..
- briefly and, arguably, at greater long-tein cost. =
' The brief fling with embargoe and export restreints
in 1973 points to pousibilities that controversiocu bLo-
tween domestic und intcernational interests in apricul-
ture may becomo more acute in a world of shortages ua ﬁ
compurod with the familiar probleom of asurpluaoes. -
The fact that sorious and practical experts in
trade policy and agricultural policievs are now advo=-
cating international ncepotiutions on domcutlic apricul-
turel policios and how thoy arc pursued ﬁ/and are voicing
increasing concern that internstional negotiations
attempt also Yo stabilize supplics of agriculture 2/
says much for the degreo of intoerplay in this area, of
puast failures and of current realities.

i Government Procurcment

Narrowly de¢fined, this type of government prosram
does not belony in thiu discussion. The piated objcce- Y
tive == again, narrowly defined =~ iy to roestrict pro-
curement frow f{oreipn supplicrs. Implomentation of. the
program is in the form roughly analopgoua to a supplamentary

]
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tariff. Fear of any foreign retaliation in kind is R
i diluted by entrenched practices elsewhere, Formal ig -z
. international obligations avre not in danger of being ‘ g
violated because malpractice in this field is thus far 5
generally omitted from them. . =

On the other hand, if one tskes the broader view, P
the objective of the Buy American Act is to combat
: unemployment in the US. Ths early history of the act
k is clear on this, as is brought out in Stanley Metzger's
Efi Lowering Nontariff Barriers.g/Make-work prciects were

not to be squandered on foreign employment. The act
 dates from 1933, when this kind of thinking was preva-
lent. But the employment objective of the act has been
restated on occasions through 1655 and the Defense De-
partment invoked the balance of payments argument in
1962 and later. - 4
‘—““““'“*—‘*"‘*Or'course;‘pork—barreiﬂpolitics-have~entered~into*m~~~~--"~w~-%§~w~~~“f
compromises that shape this and other programs. And N ‘
it would be foolish to assume that had we chosen more
sensible means of achieving our objectives, others
would never have engaged in procurement policies that
discriminate against foreigners.

The facts as they pertsin to the US interest would
seem to go about like this: we entered into certain
make~-work projects and saw that the "‘nternational con-
nection would come into play; we isol :t2d ourselves from
this by such as the Buy American Act; long after we have
learned that there are less costly and more efficient
ways of pursuing high employment and balance of payments
objectives we have continued to use discrimnatory pro-
curement under the guise of logic and efficiency but at :
a high cost to the American taxpayer and consumer and :
to the efficiency of the American producer; in the US
the practice has proliferated seriously into acts of s
states and municipalities, and sinze we find ourselves :
particularly ill-placed to stem this trend, given our
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system of government, the cost and inefficlency are
extended, decpite attempts in the courte to halt such
p practices.

' Increasing interdcpendonce has not caused the US
to rescind this practice; nor hes it led to violation
ol international obligations, In the end, it may help
the opposition to unccounomic practices to overcome Buy
Americmn and saimilar actse. In the interim, it hag, at
least arguadbly, contained those who would like to see
such practices extended. In this connection, a review
of the Greer's Fcory case is rewarding.z/

s
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Alda to Distressed Areas and Industrics

~ This is en erca in which the subtle breach of intor- :
national obligations and perhups economic good sense is B
—--—-—gften -apparent.—-All odvanced induatrial countries re- =
sort to various forms of pctivity under these programs
that result in gubsidized exports, iuport substitution
and the artificisl attraction of foreign investment.
Normally, the policy objectivas and noans of achieving
then are devired with little rogurd to international im- 3
plications.

Generslly, the aim of regional development is to
attract capita’® and industiy into areas where inadequate
employment opportuniti-s and depressod income levels pro-
vail. In the US this is done by a combination of fed-
oexral, atate and local gotivities. The most common in-
centives are concessiocnal interest rates and tax con-
cessions. The social merits of such programg are not in
question. The relevant point here is that many corporate
recipients of such artificial concessions are to one de- .
gree ol anothor engaged in intermmational activities, nnd -
the benefits they go reccive are refleeted in their
international position.
The US also extends subatantial aid to selective in-

dustries, somctimes indirectly, somotimes in the form of

Lad i anitiehed s & ne dobcan st o)
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direot aid. The major vehicle for this support hus
been government-financed research and development
(R & D)., Government dirsot expenditure on R & D in
the US ia largor by far than in any country for which
data ars availuble. Much of thia, of courne, is space
~or dorense oriented, and benefita to corporations like-
ly to be involved internationally are morc often in-
directs But tho US has also led, among OECD countries
at loast, in providing government funds ay 8 percent
of total expenditures for R & D in the business sector. 8
To these oexpenditurcs on R & D may Le added u long
list of types of federal aid to industry, including in-
vestmont tax credits of considerable variation (c.g.,

. aid Yo tho textile industry versus ald aimed at rais-
ing capital investments gonerally), traunsportation gub=
sidics and others. Ono utep removed from gsuch alds are

7 government expenditures on manpower training, education,

export promotion (ineluding activities of the Bxport-

Impert Bank) and go on,

While action in these fields (regional and indus-
triel assistance) constitutes a ¢lear exumple of the
interplay of domsstic measurss and internstional impli-
cations, there is no evidencs that the intornational
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factor has exerciscd a gerious influence on domeatic
policies of thie =2ovt, It must bLe concluded that only
the widescale prevalence of guch programs -- and, per-
haps, their social 1ole == hac kopt them genorally from
the srena of international controversy. The question
arises of whether this will always De the cusc or whether
we should want it to be,

A recent case of internationul controversy so aripe
ing is the US countervailing action sgainst X-radiul
steel belted tires from Canada (The Michelin tire cuase).
Clearly, Michelin had lccated in n depreased area of -

4
‘
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Canada with a view to supplying the entire Amerisan mar-
ket, and thus primarily the US, und it had been sttracted
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to its location bi;ooﬁcaaaions of the type mentioned

~ above. Yet, as pointed out in a most informative brief

7 £4iled by the American Importeras Asgsocistion with the US
'”demiaaioner"of’Cuatoma, 2/'praotices‘of a similar type
-are- Irequent 1n the US and, it -should be added, else~
‘Hhere.

A much more portentious cage lies in the objective

‘;of a common industrial policy within the EC. Such &

policy would aim at cooxdinating on a community-wide

...baais the various aids to distressed regions snd in~
- duatries --- again, a -seemingly logical choice of policy
_objective, seen in isolation. Much would depend on the

policy objectives and the means of pursuing them, but
disadvantages to the trade and investments of non=-member

““countries could bo sufficient to give Uramatic attention ~~

to -- possibly leading to action in -~ this area of the
interplay of domestic policy and international reper-
cussions.

Hagardous Ma;erialslo/

It is a common act of governments to regulate the
packaging, shipping, labeling and handling of these
materials. Since such materials are actively traded
internationally, however, their regulation, contrary
to the superficial glance, cannot be a matter purely
domestic. Safe and equitable treatment are the key words,
and eguity, too, extends beyond national borders.

A number of genuine prodlems arise. Packing and
labeling requirements, for example, can be more essily
met by domestic than the foreign supplier. More import-
ant, testing can raise serious barriers to the foreign
suppliexr through the cost of diatances involved. It is
not surprising, therefore, that wo find here instances
where equity has been achieved with no loss to safety,
but also cases where regulationas have been used to inhibit
or prohibit foreign competition. And in these latter
cases there are domestic costs and international friction.

S T S g Ty

e SO B e i Al A e



s

e e A L e e S

R AR

The US has tried to ensure that the international
connection in this area is met even-handedly, combining
safety with equity at maximized benefit economically.

It has participsted actively in work of the UN in oper=-
ating under an international system. Such an inter-
national system has not impinged on our capacity, when
we see fit, to enforce wore stringent regulations with-
in the US than elsewhere and to require importers to
.weet these requirements. The process of notification
Beems to work well.

To be sure, there are exceptions to the rule. The
gituation is one that inevitably opens such possibilities.
A major exception is reflected in tho treatment of com-
pressed gas cylinders. This is a case in which we re-
quire that each cylinder must pass inspection only with-

~in the US with no practical procedure for testing, even —~

of prototypes, abroad. The requirement is such that no
shipment can be made with eny assurance that all parte
of it will indeed be accepted. The result, based on
spot checks of potential exports of this product to the
US ia to preclude sale in the US of foreign compressed
gas c¢ylinders, some of which are in fact safer as well
a8 less costly than those made in the US. And this c¢ir=-
cumstance has prevailed even when the availability of
these cylinders is in short supply domestically, prompt-
ing complaints from domestic users.

The UX is seeking redress; Canada has notified us
that it intends to reteliate in kind. That this is a
casse of seizing on a domestic requirement in order to
find protection is at lesst indirectly agreed to by the
domestic producers who have publicly argued in favor of
the present practice on grounds that it protects US in-~
dustry from the products of cheap (not unsafe) lador.

It seems fair to expect that within the near future
interdependence will force a prohibition of this parti-
cular practice. ’
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Highway Safety's/

Sparked by growing concern and debate over tte
‘lack of control over the safety of automobiles, the
US Congress delegated authority to the Department of
Transportation (DOT) to write safety standards to be
met by all vehicles sold in the US. The changes that
resulted were a decided innovation, and changes con-
tinue. Since imports of motor vehicles had becone
substantial, concern and suspicion prevailed abroad,
There was concern that the testing and other require-
ments would be such ss to disadvantage foreign export-

—-er8 significantly and suspicion that this would indeed
be exploited, especially at a time when conceran over

The procedures followed, while perhsps imperfect,
nevertheless constitute something of a model in coping
with an international reaction to what was in fuct a
genuine domestic determination to improve safety.

The purpose and nature of each regulation were
carefully written snd widely distributed., Officials
of DOT and other informed administrators of the new rIegu-
lations went overseas and met with foreign officials and
with businessmen to explain and justify the regulations.
They continue to do so, although the need for a major
educational cexchange has passed, Other governments weare
encouraged, in some cases with success, to impose some
0f the same safety requirements as the US. The issuse of
testing was essentially resolved by approval (or not)
of prototypes, sometimes in the US, sometimes abroad.

The contacts of US officials with their foreign -~
counterparts formed over the past years have permitted
on a number of occasionsg the discussion of coming regu-
lations while in their planning or speculative stage.

In any event, proposed new regulations are published in
the Federal Register with time for foreign industry'and

529,9§79§l§n9§<inpgymgntaunaswgrayey“»0mﬂ_Nmmwﬁwmgmunw_“m_w,rAJWWH”
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Pollution
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government comments. In this process, it would appear
that the sincerity of the US in pursuing safety without
inequity has been appareant also by the consideration
given to comments received from foreigners.

12/

Like asuto safety, the need for the government to
regulate and reduce pollution was perceived late and
quickly gathered momentum. The validity of the need
was not in question. The fact that the problems in
the US were particularly serious and early in percep-
tion relative to elsewhere added to the general tenden-
¢y to consider them as purely domestic¢ in nature. US

AT e e s DNUININNNPPSNE S pt i A e ERCEA e S

legislation authorizing regulation followed that ten-

dency. One of the principles adopted was that the

___polluter should pay for the cost of eliminating-or re-—

ducing pollution.

But of course measures to reduce pollution inevit-
ably have an international connection. At one extreme,
they may actually decide the location of an industry,
for example, the refining of certain minerals and
metals. Clearly, checking and reducing such factors
as water pollution recquire at least Lilateral coopera=-
tion when waters are shered with onc or more countrieg,
It is in foreign trade, however, that the connection is
most prevalent. This is mogt obvious in the case of
motor vehicles, notably in emission c¢control. But trade
in devices that aid in control of emission in industry
as well as motor vehicles also developed.

There was early concern in the US that if we follow-

ed the principle that the polluter should pay and major
foreign conmpetitors did not our competitive position
would suffer. We did not wish to resolve this by aban-
doning our cheosen principle in favor of government sub-
sidies., We turned to international orgmnizations -- an
array of them -- first to show our good faith and the
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soundness of the principle we had adopted and then to o
try to pursuade others to dc likewise. i
By and large, and as the result of extended effort,
this approach was suscessful. In the process of these
negotiations it was accepted that Japan would have to
subsidize anti-pollution efforts to some degree owing :
to the extent of pollution prevailing there. Limits to =
this exception were agreed on. It seems to be generally
accepted that such competitive advantage as this may -
give, if any, is not significant. w
International negotiations first centered on US re-~
Quirements for auto emission. Msjor problems at these
" “negotiations were, first, to understand the complex US
o regulations, adapt to a two-track production line where I S
.- -———exports to the US justified it, and work out cquitable 5
- testing programs. A compromiSe on testing procedures
S removed much suspicion. Prototypes of emission systens

- are tested before assembly lines are in plece, while

- individual vehicles remain subject to inspection upon

o arrival in this country.

: On the other hand, the US did not hesitate to deny
an appeal that imports of small cars should be generally
removed from the need to comply with emission controls,
an appeal based on the claim that such cars do not con-
tribute significantly to pollution.

In the process of adjusting tou the international
factor procedures of consultation permitted a profitable
exchange between nationsl officials engaged in anti- ¢
pollution efforts. The US had much to offer, It also é
profited from some of the programs developed abroad. |

<.
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ff:s Solid Waste ~

Advanced countries are in early stages of developing i
procedures and regulations to contain and reduce problems
caused by solid waste. This has not prevented them from
initiating international consultations. Since the .probloems




involved are generally individual, these consulta-~ - .
tions have been largely educational through the ex-~ :

; change of ideas and approaches under consideration,

E; ; One develcopment in this broad fisld may be of

;-5 special interest within the context of this paper.

P While it points to no issues involving high economic
cost to the public or to seriocus international fric-
tion, in a quiet way it helps illustrate the extent to
which growing interdependence interjects the interna-
tionsl factor into issues seemingly of a uniquely do-
mestic nature.

The issue is the so~called bottle bill (S. 613)
designed to reduce littor (and to save energy) by pro- L

 hibiting the introduction into interstate cowmerce of i

= non-returnable beverage containers. Such a lew would é? k

. 7 putan end to“fliptop" - cans—and provide-a strong in-—-- - - oo ;}'w-~§
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s centive for consumors to return empty containers to re- f
B tailers, who in turn would have such an incentive to P
: return then to distributers for rcusage. It is model-
ed on Oregon's "bottle bill" and was introduced by
T Senator Hsatfield.
o The objectives of the Hatfield bill would seen

; unexceptionable. Controversy has centered on disrup-

tion to industry, chiefly canning, but also to the boi-
tle industry. Lobbyists against the bill, first in Ore-
o gon and now on the Hill and in D.C. and many counties
that have similar proposals, have boen activc. (See
footnote 13.)
Where's the international connecction? Geriman and
Danish beers have become increasingly pepular in this
country. They are ucually so0ld in distinctive containe-

O L s SN T T

ers proainently proclaiming their foreign origin. While
foreigner brewers have gone about it in a remarkably dis-
creet (and probably realistic) manner, they have not fail-
ed to let it be known that it would not be practical for
them to return bottles to their breweries located dversess
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and that they would be unduiy, even if inadvertently,
disadvantaged. Of course, they would have the option
of establishing regional breweries within the US, and
they have some now. But a certain distinctiveness,
which they currently enjoy and advertise, would be lost. E
The European point is made plainly enough in another ~§

context in a publication of the Environmental Protec- R
tion Agency whcre on the basis of studies it is con-
cluded that brewers within the states of Oregon and i
Washington have been positively affected by the Ore- e
o i gon bill, but that shipping brewers have not been able

- to ship refillable bottles to and from Oregon economic-
ally. EPA goes on to cite the example of National Brew-
ing Company of Phoenix, Arizona, where shipping costs
into Oregon increased by 38 percent due to the weight

and breakage/associated with refillable container dis- i
14/ . , -
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: To say that German and Danish brewers have not
3 been in the forefront of US national efforts to head

off extention of Oregon's bill would be too much of an

understatement. It is understood, however, that they

have made their point to STR and elsewhere. B
Provisions of the bill currently under considera-

tion on the Hill would draw one distinction in recogni-

tion of the brewers using distinctive containers: while

the mandatory deposit would be two cents on containers ,

that could be used interchangeably by various beverage i

manufacturers and bottlers, a five cent deposit would

be involved for all other beverage containers.li/

It is known that the German and Danish commercial f
attaches in Washington are reporting regularly on the ) B
progress of the bill, but neither they nor the brewers %

involved are likely to be surprised if their containers

are not exempted. To do so, assuming the bill passes, -
would be to dilute a national deomestic objective out of

undue concern for the international connectione. It is
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interesting, however, that the point should even arisee.

Extra-~-territorianlity: Business Practices and Trading

with the knemy

These two illustrations of domestic legislation
that encounters unintended repercussions internationally
will be treated with special brevity. We may Jjust note
that the more interdependent we become the more this
kind of action rankles foreign governments and disad-
vantages US commercial interests. In the extreme,
internctionsl discrepancies in such regulations can
dictate the location of an industry or plants and so

"affect employment,

While the objectives of anti-trust legislation and

- practice in the US have been generally seen as logical

and necessary, the system that has emerged is highly
complex and diverse; it has developed piecemeal over
many years. Application of such a system, in princi-
Plc or in practicc, extra-territorially has besn a matter
of increasing friction with foreign governments, most
notably with Canada. It, like trading with the enemy
regulations spplied similarly, starkly raises questions
of where lie the loyalty, responsiveness and legal
responsibility of US-controlled firms operating abroad.
Domestic objectives behind regulations sgainst
trading with countries on the US list of enemies are
open to debate, at least in their extensiveneas. This
is a domestic political issue bedeviled, as Ed Fried
has pointed out in a more general context, by exsgger-
ated views of all the factors involved.12 Irrespective
of its merits when applied to domestic firms, when it
results in legally forbidding a US-~-controlled firm
operating in a foreign country to act in a manner that
that country considers in its genersal welfare, it can
weaken US objectives in other fields, for example, to-
ward 8 more liberal attitude concerning inward foreign
investment., l




Domestic Adjustment Assistance
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These programs are included in this list of illus-
trations with a view to the future and on the assump-
tion that interdependence will continue to grow, as is
also the case with the illustration to follow. As such, =
it is & bell-weather, but it is not one that requires
great foresight, being well in view on the horizon. RS 5

Briefly, what is in mind here are those domestic 2
programs designed to case the process of adjustment by :
specific industries that are disrupted by increas-
ing liberalization of trade barriers. As a coherent
concept, they are relatively new, but the objective
is clear and valid enough. As protection against im- E B
ports is lowered, first tariff and now, presumably, 2? -

nontariff barriers, and gs the propensity to engage in Eé
foreign trade expands, there is a need for such assis-
~ tance asagﬁ>1ntegral pért of any trade 11bera11zat1on
program.
While the society as a whole may clesrly benefit
from such liberalization, individual sectors of it can
be disrupted in a relatively short pericd. These are
consequences that have in the past constituted the sound-
est argument against liberalization. From the view of
economic cost to the society, it is sounder to provide !
assistance in such cases, but under progféms that en- :
sure 8 healthy and lasting adjustment through shifts
in the factors of production so disadvantaged to other,
more efficient activities, The point is that the phase-
out of aid to the damaged industry -- notably where such
aid includes tariffs, import quotas and the like ~-- should
be complete and that protection should therefore be visi-
bly temporary. ]
Again, we have here a seemingly simple issue to be
resclved on the basis of the best use of domestic re- ;
sources., But even a casual examination reveals possi-

bilities of competitive domestic adjustment assistance IR




.

policios. low is the exporting country to be renson-

ably agsured that the udjustment program in the import-
ing country is not onoc that results in protection that
is not just tomporary and progreassively lessened butb
nore or less permanent?

While the answer, fortanatelv. will not be unirorm
programs in sll or even opll leading countries, it would
appear that such domesgtic prégrams will have to ncet
certain internationally-ugreed criteria and probably be
subjected to internutional scrutiny and possibly an in-
ternationul system of appcals. Wuaoh we permit ourselves
to uo domesticully will affect and bo affocted by the

~extont of interdependonce, 18/

ufcty and Other Standords

A few major illustrationy that mipght othorwms; ba

included undcer-this-heading-havo boen treated separato="" "~

ly above. The setting und obscrvation of atandards,
howaver, ig un extensive practice that has a long his=-
tory. Thiec is a particulurly complex field in the US
becnuse of tho aeparation of rasponsibilities fol de-
viging standairds ond testing among tederal, state and
county governmeonts and a large numbor of private groups.
For the purposcs of thig vaper it uoay be tuken that the
basic pu.pnse of such standards is valid, that they ore
deripned to asgure the consumner that the preduct meots
mininmum standurds of gufety und perforimunce., With tho
growth of interdoepcndence, the inturplay between domes-
tic objoectives und muans of pursuing them on the one hand
and the international implications eu tho other has come
increasingly into play.

1t is apparent that tlhie intorplay of domestic and
inteinational forces cuon invite vavying responsos. Two
gpecific¢ illustrotions will be givon.lz

In 1970 the Food und Drug Administration pudblishod
new und more stringent safety stundards for wyeglasses
and sunglasses sold in tho JS, Replics were requested
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would be enforced promptly. This seoms valid enough ==
particularly sinc¢e dozestic manufacturers had been con= -
éulted in advence of publication of the new standards -- e E
until notioce ip taken that about one half of fashion i B
sunglasses sold in the US were imported from Western i .
‘. "Eu:ope. Importers and foreign exporters protested over : -
;7;'['f,ﬁlaok‘or“adequato notice in which to 1eply to the DA
- " and to rotool assembly lines in the ovorsvas plants.
SO In the end, the FDA extonded the time given for replies
to its notico and tho period for complianse with the - R
" new standards; it nlso restricted the standards to the 75;¢f R

manufactuxe (rather than the sala) of such glasses.
“This last permitied inventories of imported glasses to
. be liquidated. Achievement of the domestic objective
‘ﬁ;v~ﬂﬁ»Lnofwsarorvglaases~waa-delayed,~bucmit—waawmade~equitably*"<~~mw~~
’ and apparently to the longterm advantage of the domesw i
- tiec consumer., o
: - Procedures in the certification of boilers and
pressure vossols, catablished many years apgo, present
8 ocpge in which protuctionist intercats were pervasive.
Standerds and procedulres were cstablished and adminis-
tered by o private group whoase mark of approval became
firmly cmboddoed and, in many gtatea, compulsory. Tha
code cymbol was gystematically denied, howuver, to pro-
ducts munufactured outside of Narth America. These
protectionist practices wero stoppod tirough court
aotion initiated by the Departmont of Jdustice.

The list of knewn cagen whore dowmestic atandards
have conflicted with international intevesta could be
quite long and hap, in fact, been the subjeet of mueh
examination. The relevant point in the context of this
paper i thut with growing interdependunce we shall cer-

tainly sae congiderubly more atteution forced to the - i_‘
international connoction, leading conceivably in some K
sectora to internationil codes and apgreed ceriteris.. We .
shall also almost certainly sce the metric system of
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ZChaptep I1 Footnqtes

Statement Re Countervailing Duty Proceedinms on
Certain blectronic Products from Jevan, A=wndisl

Et el Belted Tires Irom Cunndn (American lmporters

if Association) July

if 2/ Lowerine Nontariff Barriers (The Brookings Instltu-

{3 - 3/ - Agricultural Trade = A look Ahead - Policy Recom-

L . mendations (The Unltcd States International

3 ‘Economic Policy in an Interdependent World, Re-

i port to the Prosident, 1971) Vo. I, p. 884

Y. &/ Ihe United States International Economic Policy in

t an_Jnterdenendent WJorld (Report to the Pregident,

i T97L) pp. 79191 - k
5’“‘““““5/”"“Toward"the Intorration of World Agriculture (The =~ ' :31””'~if

1 Brookings Llustitution, 1973) P. ec e

-

Lowering Nontariff ?arriers_(TheMonokings,xnstitu~w_m_“*m*._w,_b_gi_.w_dj?
tion, 1Y9/«) PPe 20-51

2/ Ibid. pp. 39-4l

8/ Gaps in Technolony (Organization for Economic
Cooperation and Development, 1963) pp. 129 and 133
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9/ Statement Re Countervailing Duty Proceedings on
ertalin Llechronlc rrocucta ITom uuPill, A=aualal
Steel Selted Tires rrom Urunaa (american Inporters
Associlation, Jvuly 7

10/ This illustration draws ou cral conversations with
officiels in the Huzurdous Materials Office of
DOT

ll/ Based largely on conversations with offic¢ials in
the Highway Traffic Safety Aduwinistration

12/ Based larpely on convergstions within the Inter-
national Division, EPA

13/ Conpresgionsl Record Vol. 120, 92rd Congress in
Second Lession, Lo, 148

14/ Oregon's Bottle Bill; The First Six Months (US
rnvaironnental Jrotection agency, lv/3) p. 12
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15/ The Next Phase in Foreign Policy (The Broockings
_ - Institution, 1373) Pe 15% .
For a more complete examination of issues on this
”?ubqut s8es World Trade and Domestic Adjustment ..
The Brookings instifution, 1973) and Fegorﬁ Sg

- Yhe High Level Group on Trade and Related Problems
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§ -~ 1Il. Implications for Macro-economic Policies

Introduction

Trade wara, acrambles for scarce resources, dispar- N
ate approaches as to who pays for pollution, use of domes~
'tio—adduatmont'assistance yrograms as protective devices,
all of these and many other potential hagzards of build-
-ing a constructive, even viable community among nations

 pose delicate and conceivably disastrous risks., The £
- fact that these risks are susceptable to some control iE
by internaticnally agreed rules or codes of behaviour

- does not eliminate this potentiality.
. 1t seems valid, however, to consider the problems
é;; . of coordinating macro-economic policies and condivions . - e
J-—-—---—gs fundamental -- and hence critical -- at loast in the |
S sense that if the in“ernationsl community is beset with
| an underlying economic situation that is periodically
‘ unacceptable in terms of aggregate income, employment
-and prices it will be more likely to fall into counter-
= productive behavior in more specific areag, internation-
i ally agreed rules, codes, etc. notwithstanding. -
- There is a point to be made here concerning a differ- E
2 ence of degree. We must do better in the macro field :
: Just to ensure an international setting that is coherent
and constructive. Irrespective of one's attitude towards
rising interdependence, it is assumed that we would all -
want to pursue that kind of objective. So fundamental KS
and difficult are the schievement of marked progress in
effective coordination of macro-economic policies and
conditions that we mre here discussing a question at
the core of whether the international community is cap- R
able of accommodating a continued increase in interdepen-
dence and at what cost in terms of national poliecy op-
tions,

As postulated in the Introduction to this paper,
the coordination that is so critical is essentislly among
the US, the EC, Japen and Canada or, more generally,
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among countries that comprise mombership in the Organ-
ization for Economic Cooperation and Development (OECD),
In the discussion that follows some attention

_will be given to the very great difficulties of managing
aggregate demand through macro-economic policies even

on a domestic level, aow growing interdependence makes
this task more difficult, the need for more effective
coordination internationally, especially among advanced
countries, and two illustrations of howthe community of
leading nations has attempted to cope with these difficul-
ties. ©Special attention will be given to economic con-
ditions and policies in the US over recent yesrs and to
- ~how they have been affected by rising interdependence.

The US in Isolation

It will be useful if, first, some experiences of
the US are looked at as though there werc no interplay
of its macro-economic policies and conditions with the
rest of the world, that is, in the classical traditioen,
consgider a one country (the US), one world approach.
When the world is subsequently more realistically con-
sidered, the interaction should be apparent.

The goals of US macro-economic policy aere set forth
primarily in the Employment Act of 1946 which declared
the federal government's continuing responsibility to
promote "maximum employment, production and purchasing
power," relying mainly on fiscal and monetary devices.

Since 1946 we have learned that governments acting
through macro-economic policies can, indecd, prevent

igh unemployment for any but very brief periods, but
that in doing so an inflationary bias is likely to creep
into the picture. We have lcarned much about the short-
comings of stop and go, suddenly reversed chonges in

1/

macro-economic policies. The gosl now, by popular accep-
tance and presidential statements, includes stabilization
with growth of the economy at rates as consistently: as

the science permits at high levels of employment. We have
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learned at some cost that the best way to avoid high
unemployment and inflation is to avoid excessive move-
ments in sny direction.g/Smoother growth -- which should
not be confused with government inaction, since it might
jndeed require more frequent intervention -- is not only
more sustainable; over time it means greater growth with
reduced inflationary pressures,

The xrequisites for achieving this are awesome, but
they do not Jjustify hopeless pessimism. The sciences
involved have far to go, but they have come a long way
in a very short period of history and on the whole im-
provement has been progressive.

- To set standards by which the international inter-

'#'pléy may later be Judged, three major problem areas in

execution of macro~economic policies are briefly com=

‘ménted on below. They are the areas of forecasting the
econonmy, the policy decisions that flow from such fore-
casts and putting the chosen policies into effect,

To influence the economy in the right direction,
one must first know where the economy is, where one
wishes to see it go and one needs an assessment of poli-
¢y choices in promoting the movements desired. Economic
forecasting is at the heart of answers to these questions.
As in most things, good judgment is critical to economic
forecasting, above all on how the interrelation of the
economic variables can be expected to work in given cir-
cumstances. An increasing knowledge is demanded of how
the sconomy functions in changing circumstances.

In all logic, the amount of details that the fore-
caster must know and understand oup,ut to be finite.

The forecaster may be forgiven if from time to time he
questions this logic, for he is dealing with human re-
sponse against a background that never seems cxactly bthe
same 8s before, Forecasting will never be perfect. A
reasonable aim would be that it should invariably point
in the right direction promptly enough, that the fore-
casters remain at all times open to adjustments when
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the evidence calls for it and that the art of fore-
casting is improved progressively, even though learn-
if _ ing by error.
Fl : Fiscal and monetary policies remain the two major
t

macro-econocmic policy instruments in guiding the econo-
v my toward achievement of national objectives. Thus,
' % when it is decided that policies should aim at a change
- in direction, an intensification of a direction, or
d maintenance of an actual direction, one needs to take
into agcount by which of these two policies this should
be pursued, to what extent, and by what mix of the two
major policy instruments,
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5‘2"’ 7" " In an ideal world the difficultiss of policy manage - é

, ers -- that is, of those who decide these questiong -=- ﬁ
-~ —Would not be nearly so great as that of the forecasters. =
: There are pecularities to fiscal policy and to monetary =
;; policy, whether applied as restraints or stinmulants on ;

and to the economy. There are known advantages and dis- i
advantages in each case, depending on the circumstances, ff* }
The impact of fiscal policy can be very broad, as when 5? :
tax rates are raised or reduced or expenditures changed E
in & manner yielding a substantial shift in the fuli-

employment budget deficit or surplus.

But fiscal policy recquires legislative action and,
thus, is far from flexible or even predictable in its =
timing. The separation of powers and the loose system
of party loyalty in Congressional voting strongly re-
inforce any rnatural stickiness in fiscal action.

Monetary policy, on the other hand, is administered
ingtitutionally, at least theoretically, in an apolitical
manner. It can be shifted in either direction promptly,
although with a time lag between policy action and mctusl
impact on the economy.

4 serves in the U3, therefore, not just as a supple-
ment to fiscal policy, which it should, but also as =
substitue. It is effective both as a restraining and a
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stimulative influence on the economy 8o long as it
does not get too far removed from the direction taken
by fiscal policy. Thus at one extreme, or so one school
has it, if fiscael policy is highly and persistently
contractive, monetary policy (stimulastive in this case)
finds it is Leing asked to push a string. At the other
extreme, when monetary pelicy must carry an undue part
of the burden of restraint, certain sectors of the econo-
my are singled out{ for harsh punishment, for example,
housing, business investment, and other sectors that de=-
pend on credit. Carried to its extreme long enough
institutions become threatened.
- To meet most demands for macro-econonic¢ policy
direction over any length of time, fiscal and monetary
__policy must work together and must share the burden in
ways most effectively dcsigned to mccomplish the pur=-
pose. ‘l'ne problem in assuring this is net an analytiesl
one, but one of institntions and pelitical =ffairsy in
brief, how to get the Congregs (and thus the American
people) to support the nceded change in fiscal policy
at the right time.
The third major problem area, therefore, is the
one of selling the change in policy needed. This, and
some of the other points raised above, can best be
brought out by a look at some recent experiences.
During the years more or less immediately pre=-
¢eding the 19¢0's, a number of innovative forecasi-
ing tools were developed, for example, the full-employ-
ment budget-surplus concept and the potential GNP.
When President Kennedy's new team of economic advisers
assumed office, thoey werc determined to use them and
to ensure that the economy profited from them. The need
for fiscal stimulation was widely seen among economists,
As Herb Stein wrote, "if (President Kennedy) had chosen
8iX American economists at random the odds were high
that he would obtain five with the ideas on fiscal policy
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which his advisers actually had, because those ideas
were shared by almost all economists in 1960.“5/

The idea was to stimulate the economy, largely
by a broad tax cut, to achieve growth rates above
normal long enough to bring the growth path to or with-
in hsiling distance of thu economy's potential, mnke a
soft landing on the potential growth curve and muintain
grewth rates at potential., This was a largely unchalleng-
ed objective amon; economists. Nevertheless, it was not
until June of 19¢2 that the President began to call for

a0 Kot s e S 10 P s o g e O

‘8 the needed tax cut, which in the event was not enacted
' . ny

3 - until February 1964 .~

:' ) » 7, > - A

_“’ The oconomy was noli in recession in the interven-

~ing period and prices wera stable. Despite a high volume
of unemploved persons and other Tosources, COongress was
reluctant to act. The timing of the Aduministratioa's
fiscal efforts was, in this sense, not optimnl. In
the interin, the Adminictration took such piccemeal fis-
cal action as it could and monetsry policy way ecagsed
within the limits of a prudent attitude townids the US

!
-ﬁf balance of puyments.

! With the tax cut fiaally in eficct, the budget plan
envisaged 8 shift into neutral during 1965 and toward
modeorate restraint in the first halrl of 190G, all of
this assuming ol course thut budgetury oxponditures, in-~
; cluding especially defense oxpenditures, would follow
4 planned trends. Muvorable rosults wure oxceptionally
i prompt. As Arthur Okum put it, "Tho nation had finally
unleashed the private economy."z/ and the price~cont re-
cord rcnained reassuring. But the soft landing turned
out to be elusive. Yractically at the very wmomemt when ' -
his sconemigts ware preparvin: for this most difrficult
point of the entire excrcise, the soft landing, Presi-
dent Johnson, in July 19065, requestod additional funds
for Viet Nam and announced that a further supplemental
appropriation would be required in January. As Qkuh
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reports it, "We entered a world of rapidly growing de-
fense spending at a time when we were approaching full :
utilization of resources. For the next three years, 3
the upward movement of the defense budget exerted s key
influence on fiscal policy and on economic activity.“é/

Optimizing its institutional flexibility, the Fed-
eral Reserve did not hesitate, In December of 1965 it
raised the rediscount rate, signalling & shift in mone-
tary policy toward restraint. It is worth noting that
while, briefly, some Administration economists question~
ed the timing of the Federal Reserve action on economic
grounds, the question more commonly posed was whether in
8o doing the Federal Reserve had weakened the Adainistra-
tion's task of convincing Congress (and the public) of
the need for fiscal restraint.
= " 'That task, however, was to require two and oné= "
'{: half years. This period is not a reassuring one on the
: use of fiscal policy as a significant and favorable in-
fluence on the US economy. Argusbly, at least, it was
not so much a breskdown in communications as between
needs,

The economists urging fiscal restraint were lock-
ing ahead at the dangerous excess demand accummulating
for the next years; the Congress felt it could not act
until there was a clear and present danger. These are
divergencies that can easily spell disaster and had it
not been for the independent action in tightening money
further disaster is what we could have seen. But the
heavy reliasnce on monetary policy, itself,had its pre-
dictable distortions and inequities. It was not until
passage of the Revenue and Expenditure Control Act of
1968 (late June) that the threat of disaster was removed.
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The US in the wWorld Economy
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Had the reader not been alerted to the unreslistic
but perhaps enlightening approach of first treating the
above events as though we lived in a one country (US)
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- world, very little differonce might have been noticed
: between the sketch of events given here and those often
found in recitals of what went wrong. In the real world
a great deal was going on outside the US and much of it
was relevant. This should not be surprising,

For the sake of orderliness, this section will fo-
cus on the following major factors that affect the intoer-
play of macro-eceonomic action between the US and its
principal trading partaners in a world of growing inter-
dependence: the rate and the levoel of economic pctivity
in the US relative to elsewhore.

This owits corporate flows into foreign invest-
ment, tourist expenditurcs and many other accounts. It

and movements in US domestic costs and prices relative
Yo elsewhere. All of these other factors arc important,
but those selected for exumination arc fundamental or
more direct or dboth,

First, a word on the difference dbetween the rate
of growth and the level of domestic economic activity
as factors in the international interplay. During 1963~
€65, for exar:le, the US economy was expanding in volune
terms at more than an average amnual rate of 5.5 percent,
significantly above a long=-term sustainadble average,
that is, significantly above its potentiasl rate. Our
major trading partners were experienciny prowth at rates
much closer to their norms. Yet, the US cost-pricec per-
formance in this period was decidedly superior, DMore-
over, the US balance of payments on trade and on current
accounts was exceptionally strong. We were not sucking
in imports massively to sustain any limited supply to
meet such rapidly rising demand and our exports were not
being crowded ocut by excess domestic demand,

The key to this apparently happy =- but in fact ex-
pertly managcd -- combination lies in the fact that the
level of US domestic economic activity was well below the
capacity of the economy to produce. The gap between our

also leaves out the direct impact of exchange rate changes

CoTaw W e T
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‘actual output and our potential output {the output the

economy was capeble of at full employment) was substan-
tial as a result of recent recessions and unsustained re-
coveries from them. Hence, as domestic and foreign demand

for US output grew rapidly, the domestic capacity was there

to meet it.
By 1966, however, the US had more then taken up the

slack in its economy; demand had begun to exceed the

econony's potential to produce., The average annual growth

rate during 1967-69 was slowed to about 3.3 percent, below

our noxm. Yet, our trade balance dwindled and our current

account fell into deficit. The lessuns seem clear enough
and sufficiently consistent with logic as to make further
expositicn unnecessary. The rate of growth and the level
of domeztic activity are major factors in international

interplay and the most important single direct vehicle in

4 ———-~-this_interplay is roreign trade. Changes in the level

of exports, for example, are affected by and atvect the =~ =~

domestic econcuy.

We have become gccustomed to think of changes in
the volume of exports as having a relatively insignifi-
cant effect on demand for the total volume of goods pro-
duced in the US. z/ In more ways than one, foreign demand
is traditionally the residual of our calculations and
analyses. We understand that theemphasis nay be diff-
erent, for example, in the case of the Netherlands. For
that country, exports account for a major share of total
demand; not so in the US. There are at least two reasons
why we need to become more aware of foreign demand for US
output in forecasting and in the formulation of domestic
macro-economic¢ policies. First, the level of exports
is gaining significantly relative to total demand for
US output. Second, it is the change in this larger
volume of foreign demand, rather than its absolute level,
that impacts on the changing status of aggsregate demand
and supply within the US. These two factors reinfopce
each other and become a major implication of
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‘growing interdependence, ,

_ ; For example, in 1957, the first year treated in

i tho presentation of measurements discussed earlier,

the volums of merchandise exports accounted for only

7.6 percent of goods produced in the US, Yet, those
exports made the 4difference -~ with considerable room

to spare -- between what would have been in the aggre-
gate a negative growth rate and -the pogitive onoa record-
el

ISdedne et Mk A
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In 1968 and 1969, the years of most serious excess
-demand arising from the fiscal rigidity discussed above,
the rise in merchandise exports accounted for almost 14 )
percent, in volume terms, of the rise in smerepate de-

exports repreosentecd only abeut 8 percent of the level

cof aggregate demand.
In 1970, when US policies had finally eliminated

vxcess demand to an extent causing & sharper fall in

~output than called for in thc game plan, the contrac-

tion i. goodd output, volume terms, weould have been

about ©0 percent greatur in the absence of s rige in
the volume of merchandise exports.

Finally, although the level of handise exports
accounted for only 10 perceunt of tot. "3 output in
goods in volume terms, the growth of r¢. export demand
betwoen the second half of 1972 and the (. st half of
1973 accounted for almost one-third of the rise in the
volume of US goods output.

Of course, U5 forecasters have for years taken the
foreign sector into account, and the COECD regularly hosts
a gatlering of member-country forecasters wherc views
of what cach country expects in the way of 2xport de-~
mand from others cun be exchenged and examined for in-
consistencies., Butl the trend toward higher levels and -
continued swings in exports indicates, as Helen Junz has
pointed out, §/that even large countries like the US
will huve to incorporate changing cconomic trends abroad

f»z-"b -~ -mand-for goods produced, even though the-totel of such-~—~w7—j‘j~~~~~-E~~f;
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more explicitly in policy formulation and that an
appreciation of how foreign demend for US goods and US

demand for foreign gooda might be affected by changing
busineas COndxtions neada to for an integral part of

such a Process.,
- The foreign trade account i8 indeecd a major one,
but it is only one of muny types of foreign transactions

' that affect the US economy and the capacity of the U

to'ex¢oute'macro cconomic policies effectively., A do-
oidedlv major international factor within thias context

. 18 the ilow of moncys When the US domestic monetary
~ 8ituation bocomes caay relative to that in otherp major

“"Herein lics a major ecnstraint on the use of monotnrv

countries, capltal flows out of the US in large =~ at
times, cnormoua -- volumo, and when monetary situationa
are the reverge, masaive flows come into thic country.

policy a3 an instrument of nacro-econouic influence.

When figseal palioy s temporarily riiid, ae it wase
in 1966 to mid=196G8, and wonetary stringency must carry
the full burden of restraint, the domeastic monctary
situation becomes tense, As noted above, domestic houn~
ing suffers inordinately (and irrcapective of social
neads), buuincas capital spending becomes abnormully ex-
pensive if not impossible, along with ullﬁtypou of eredit
finaneing.  Neither businessmen nor bankers repct with
indifference, Large sumg of money come from abroad to
take advantuge of the relative high demand for moncy in
the US. Domestic¢ banks with branches abroad usually can
recall vast sumga, notably in the form of Euro=-dollars,
on short notice and with great efficiency.

There are inequities in this kind of situation,
Hanks with the moeust Buro~dollars in Lranchen overseas
tend to be the larger onea, and the acarce funds 3¢ o~
ceived tend Lo go to prime Lorrowera,

When the shoe is on the other foot, and we find it
necegoary to ease the domestic monetury situation unduly,
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because the economic situation requires stimulation

and fiscal policy is inhibited, the results are only

- somowhat less dramatic. Assuming more normal monetary

.. -conditiona in other major countries, funds flow massive-

ly from the US to abroad where they seek wmore profitable
returns. We should notice, firat, that these funds were
{ntended by US monetary policy to augment spending in
the US. Not all of them are doing so. Second, the
arrival of these funds sbreoad in such large gquantities

_f;qrpgn'oounteraota_the intentions of monetary policy in

__.6ther ¢ountries, frustrating attempts they may be making

.~ to disinflate by a stringent monetary situstion. Third,
" "¢hey distort the balance of payments.
‘Some supporters of an international monetary system
- em—incorporating -freely floating exchange rates belicved
that such a system of rates would free the US of undue
“external constraints in the exccution of macro-economic
policies. This hss yet to be proved. It is true that
if we pursue easy monetary policies to mcet domestic ob=-
Jeotiven the consequences for our balance of payments no
N longer fall necessarily or entircly on our net reserve
- poaition. They ure absorbed in large measure by shifts
: in the dollar exchange rate. But each further deprecia-
tion of the dollar with respect to currancies of our major
trading partuers iy inflationary and it may happen that
this is more undesirable than a change in net reserves
or that cne consequence exercisges a leas dramatic re-
minder of the need for prompt fiscal action than the
other,

In this kind of situation, the US finds itself part-
icularly disadvantaged by its process of changing fiscal . )
policy, that is, all changes of substance must be made .
by Congreas, but we have a system that permits an oppo= i
sition majority in the Congress and Congressional votes :
are not subject to party discipline. We are thus twice
hanged; tho Administration cannot command support for a
fiscal policy change from its own mombers in Congress, ]
and {ts own membera ofton enough do not conatitute & i
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. majority. In these c1rcum8tances, serious questions
have to be asked as to how much we have freed domestic
macro-economic policies from the discipline of the bal=~
ance of payments.,

~ Other advanced countriesg are commonly well situated
lnatitutionally to avoid rigidities in executing fiscal
policy. They, nevertheless, face familiar domestic

“political pressures against tax rate increases and sub~
8tantial reduction of government expenditures. Domes-
tic political instability =-- for example, government by

-..loose coalition -- has more often than not led these

. © " ‘other countries to over-reliance on monetary policy.

‘When their domestic political situation is reascnable,

f{*—~-~-~theywarevable~towuae-fiscal»policyéin~timelyvfashionr~ e

and more recently they have been tending to do 80.

ence (usually polztlcal) for monetary pollcy as the most
active partner in macro-economic implementation. They
have been able to do this in part by learning to cope
with their own nonetary squeezes, for example, by the
large amount of housing financed through the public bud-
get, general use of variadble mortgage rates, and by rais-
ing funds for private business invcstment through the
budget or by government-guaranteed locans at relatively
low interest rates. Their chief difficulty, as they

see it, is with getting caught in the swirl of our own
excesses in monetary policy.

For a country the size of the US, a sudden and major
flow of money is on the order of a nuisance. If we are
in a situation of monetary ease relative to elsewhere,
large sums of money will flow out of the country; our
aim is partly frustrated, since wc had eased money to in-
duce a rise in domestic demand, but the sums involved are
small reletive to total domestic money, and we seem adble
to adjust. If we are in a state of monetary squeeze re-
lative to others, the msssive funds pulled into the'US

i il AT b ik B i T sl eI L B T
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will in part frustrate our aim, but again our size is

such that we can in time absorb it.

Other countries, particularly the smaller ones,
complaxn bitterly, however, that such massive swings
of funds into and out of the US geriously frustrate
their attenpts to administer macro-economic policies
in accordance with domestic objectives as they see them,
Lawrence Krause has shown that on occasion private short-
tamn caplital flows have rcpresented eight to ten percent
of domestic money supply in, for exomple, Germany,
Itsly und Canada.

_‘Phis kind of circunstance is by no means unreloted .

to the cries of pain from abroad thut the US has export-
ed inflation. Although in meny casos foreign authori-
ties might do a better job of efrgctlvaly»reducing the
impact of these flows if they had better instruments
and procedures with which to work, the point is that
they feel thoy cannot, and rosontument agalnot US econo-
mic policies beoomes considerable. /7

With this bLackground of international interplay,
lat us now tuke an episocdic look at some other problenms
in administrating US macro-econcomic policies over recont
years.

It has already been noted that the economists with
the Kennedy Administration came into office seeing green
lights all along tho way (as did most other cconomists).
It will be recalled that substuntial fiscal stimulus was
long in coming and that, among other things, an easier
monctary situation wag cncouraged through monetary poli-
¢y. Progresaivoly eansy monetary conditions cenceivably
could have gone far enough to have "gspared" the economy
tha tax cut of carly 1964, except for cencern over thic
effeot of the US balance of payments through flows too
massivo to support in rcasonable calm.

Milton Frioecdmen has argued that "So far as 1 know,
thers has been no cmpirical demonstration that (the 1964)
tax cut had any effect on tho totul flow of income in the
U.S« There has been no demonstration that if monetary

e
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A policies had been maintained unchanged « + « the tax
i, g - cut would have been really expansionary on nonminal in~
?Z é””‘” ““come. What Okum did (in an analysis of the tax cut)
P é - -wa8 to assume away the wholse probloem because he looked
L ~only at the effect of fiscal policy without agking what
i poié‘monetary pelicy played duding thuat pericd.” L/
- Okum has replied that "As & political judgment,
I am confident that the route would not have been travel-
e od (easier and easier monetary policy), given the con-
7}-{~"-~ﬂ~«~etraints of the balance of payments on lowering inter-
i ____-eBY rates a8 thoy wore viewed ~= rightly or wrongly -=
by the sdministration and the Federal Reserve."ss/
Few who wore even remotely cngaged in the execution of
“US monetary and US balance-of--payments policies st the
time would fall to ugree with Okum.

‘The Federal Rescrve's concern that the US balance
of payments not suffer unduly as a result of easier ;
woney hore than in other major countries is repsatedly .
raflected in the lederal Reserve Board's Annual Report ;
Covering Cperations for the Year 1962, The report cites

a continuing concern over the persistence of high unemploy-
ment and less-than-optinum utilization of a steadily ex-
panding industrial cupacity. It notes that "Expansion

of bank credit during the yecar reflected a generally
stimulative nonetary policy, but one that became some-

what less so during the firat 9 months of the year. In
July the digeount rate was raised « « « in an effoxrt %o
help reduce the large deficit in the U.S. balance of :
payments." It reports progress in reducing the balance ?
of payments deficit and notes that "much of the improve- '
ment in the second half (19G3) was traceable to the re- . ;
turn flow of short-torm liquid funds and, even more, to “
the reduced outflow of long-term capital.”

In subsequent yoars and st the other extrems of sm-
ployed resources, the end of excessive demand in the US
was signalled bty belated passage of the surcharge on in-
o come and corporate taxea (mid-19G8), but lags between the i
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policy action and its full impact on the economy, in-
tensified by a premature easing of tight money, carried
the boom and, especially, the inflationary progssures in-
to 1969, Monetary policy was tightened somewhat in
late 1968, Undexr the new Administration extrume monetary
vastraint was built up and maintained throughout 1969,
Interest rates reached record highs and thore were quea-
tions of whether some of our finmancinl institutions might
be shaken. One regult was a more recossionary period be-
ginning in 1970 than desired.
Massive international monetary swings came into tho

picture early. Yor the first time in many years, the
'Hﬁétdfle”df'privato funds was into the U8, by almost
85 billion in 1968 and by about $& dbillien in 1969, com-

ion in 1967. To be suro, this vory substantinl swing was
influenced by a complex of cventg, including currensy
uncertaintics touched off by a sterling devuluation in
November 1907 and the May-June 1968 civil disturbances
in France, An overriding stimulant, however, was the
extreme shortage and high return of money in tho US 1eo-
lative to other countries. About 47 dbillion of the 1969
inflow took the form of an increase in liabilitics of
US banks to their foreign branches, repregenting prin-
cipally funds obtained in the Buro-dollar mavkets, ==
One result of all thie was that tho US balance of
peymonts ns measured on the official settloments basis
swung from a very large deticit in 1967 to a surplus of
81.6 billion in 1968 snd a surplusg of almost %3 billion
in 1969, l&/To those who wished to, this provided an
occasion to see an end to the long history of US doficits,
Those who looked more closely, however, noticed, for
example, that the balance of goods and sorvices dropped
precipitutely and forebodingly during 19G8-69,
Other results included the usual partial frugtration
of the intent of US monetary policy, the inequititivs of
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which banks and which borrowers partially evaded that
intent, a susceptability to rapid and mmassive reversal

of the international funds that had come in so fast,

and disruption in the Euro-dollar market and of the none-
tary policies of other countries., The temporary achieve-
ment of balance of payments surplus, far from stilling
the plea from abroad, intensified urging that the US

get its housc in order,

By the end of 1970, the US economy was once again
off on a pgrowth path and once again goverament econo-
mists were aiming for that soft landing near and more
or less parallel to the potential growth path, which

by now was rather high on the charty given the amount
of slack that the economy had generated. When sags in

ceeme——-the.-growth - rate appeared in-id=1971, -the-President. re= ..

sponded with the initiatives of August 1971.

These initiutives were literally heard round the
world. Tor mixed with certain moderate stimulants to
the domestic economy, in which discrimination against
other countries was involved, and alon= with a temporary
wage=-price freece was, most dramatically, devaluation
of the dollar with respect to other major currencies.
In the turmoil that followed, the US decided on the
tactic of at least Ltemporarily vacating its role of
leadership in initiatives on the international scene,
liow the major nations were to pick up the picces, re-
store monctary order and begin to intensify coordination
of domestic policies was left for others to decide.
Fortunately, this dark age was shortlived.

The response of the US domestic economy, however,
wag positive. We had our boowm in 1972, pushing into
the early months of 1973. COCnce again, however, the
soft landing eluded us. Like its procdecessor, it was
a boom stopped by government action to halt & dangerous
rise in inflabvionary pressurcs., On this occasion, it
was stopped before ecxcess demand sct it, but not bafore
the inflation was very recal, even dangerous.
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L/f;w~rﬁﬂﬁ»~it~would gesn fair to ask why the economic re-
covery of late 1971-early 1973, starting as it did with
~substantial slack in the economy, was 80 shortlived,
... compared with the record of 1962-1969. The answer is
.".that, while the inflation that led the government to
_ shift to policies of restraint was and is by no mecans
~ divorced from errors in the domestic management of macro-
‘:Teconomic policies, it is fundamentally an interngtional
~inflation. A brief sxamination of its origins and com- ';;
ponents is relevent. o
" 'In 8 real sense the present inflation started with SO
" the global slowdown in the growth of output roughly dur-. ¥ oy
ing the perioed 1970-71, For the US, the slowdown follow- ;
""" "ed by recession began in late 1969. The years 1970-71
were marked by economic slowdown in practically all in=-
;'u~wﬁdustrialrcountries,~bringing~in~tnrnwa”slowdown'in Fro="
duction of raw materials and producers goods from other
parts of the world. this was the kind of situation in
which forecasts for individual countries almost inevite
ably underestimated the dormant strength of world de-

B ST e R
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mand once it revived.

The genexral) upturn came in 1972 snd was, in con-
sequence of the above, exceptionally broad geogruphic-
ally and unecxpectedly sharp within individual countries.
Even g0, in its early stages supply capubilities were
elastic, given the general slack that had accummulated.
But the boom wazs too broad and too sharp. Supply bottle-
necks developed at an earliy stuage and price pressures

(o il Wk £ Nl By A, T e B R

intensified. The volumg of world trade rose 13 percent

in 1973, compared to 2 more normal 8-Q percent over prev-

fous years. This was a phose marked by a sharp rise in N

prices for most primary comnmodities, notably in the in-

dustrial materials sector where starting inventory levels

were generally inrnadequate. A scranble for supplies en=

sued and world prices for industrial materials, accord-

ing to the London kcononist's index, almost tripled be-

tween the end of 1971 and iApril 1974 (oil prices excluded); :
i
I
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the index of metal prices was up by well over three

-menting macro~economic policies of restraint, leading

- 55 -

times, ;2/

But the highly abnormal global economic cycle was
not given even a fair opportunity to be sorted out be-
fore the world focd situation took an extremely adverse
turn, from poor grain harvests in much of the world to
disappearance of the anchovies from Peruvian coastal
waters. Beef production, for which demand has been e
undergoing a structural shift upward, fell. By late o }
1974, spot prices for raw foods (expressed in dollar
terms) were over threz and one-half times their late
1971 levels. - g

The industrial countries had begun in 1973 imple- ‘ iﬁ -

many of them practically to the point of stagnation by

prices. By October 1973, the Economist's index of spot
prices of industrial materials kad skhown no *rend in-
crease for about three months, and the food index had
dropped about 10 percent from its August peak.

Then ceme the October 1973 war in the Middle East,
which brought uncertainty followed by stoppages, short-
ages and the substantial increase in oil prices. A con-
siderable impact on general prices was immediate and
both direct and indirect. Given the uncertsinties that
had prevailed and continued to prevail, and given the
basic nature of o0il to the world economy and consgider-
ing the continued low level of stocks of many commodi-
ties, expectations of inflation were set off and a sharp
gpeculative boon in commodity prices began.

The OECD Secretariat has suggested that "Thrcughout
these first two phases (the scramble for commodities
followed by the food shortage and the oil affeir) much
of the inflation appesred, to any given country, to be -
essentially exogenous. while the first phase . . . was
caused primarily by an excess of demand for commodities
relastive to their supply, it was an excess of world demand

the last half of 1973. This was having some impact on ff -
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that was the problem, rather than excess demand in any
one country considered on its own. The increase in

the relative price of oil was a truly exogenous phenom-
~enon as far as Member countries were concerned and the
final speculative commodity price boom also was a world-
wide phencmenon which individusl countries, in the short
run at least, simply had to accept."

It is difficult to imagine a morec effective -~
albeit costly =-- scenario than that just described in
making the points that (a) we live in a world of econo-
mic interdependence, and (b) such interdependence can
at times bear very hard on the capacity to achieve domes-.
.econc The hazards of grain crops and
the oligopolistic capacities of Middle East ¢il producer

butery factor was ineffective coordination of douestic
macro-econcomic policies among the piants of the world
economy, the US, the EC, Japan and Canada. It is sure-
ly cause for sober thought on the part of any who believod
that economic c¢onditions abroad are of little importarnce
to a domestic economy the size of the US,

Moral Suasion

As in most economic matters, it is not
and developments within the system that can
the course of macro-economic policies. Two illustrations
of a less market-oriented influence will be given below.

They each fall within what may be called moral suasion.

First, becsuse it can be treated so briefly, one
might take into account foreign urging on the US during
the 1560's to eliminate its pergistent balance of pay-
ments deficit snd to do so by an excmplary performance ‘ ~
of price stability, such as in the period of
1960s. When the need for significant fiscal
in the US became generally apparent in 1966,
at international economic conferences became
strong.

only events
influence

the early
restraint
vocal urging
increasingly
Watching the highly successful record of growth
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with stability in the US face mounting threats was not
at all to the liking of the governments of our leading
trading partners. Seeing their efforts at internationsl
conferences fail, some celled directly on members of the
US Congress, including on the Chairman of the House Ways
and Meam Committee, to urge prompt fiscal restraint.

How much effect this may have had on a US Congress
is impossible to say, but in the view of one of the
leaders in the US government's efforts to achieve Con-
gressional action (Arthur Okum, then Chairman of the
President's Council of Economic Advisers) international
ecnonmic¢ events had an important impact in finally bresk=-
ing the dam that so long delayed the fiscal restraint
required. - : : '

' Okum has written that "The threst of an internstion-

~al financial crisis may well have been the single most . ___

decisive factor in getting Congress to move on fiscal
restraint. + . The pleas and threats, the cgjolery and
rebukes of central bankers around the world had & major
impact on our political process. . . Without the world
bankers, I seriocusly doubt that we would have enacted
the fiscal program that was so urgently needed for our
own good." 18/

Thus interdepcndence hampered US efforts to curb
inflationary demand in the US solely through application
of tighter and tighter domestic monetary policy, but it
was a major contributor to a much sounder domestic solu-
tion.

A second illustration of internationsl moral suasion
involves the economic situation and policy intent of
Germany during the 1965-68 period. \While the US is the
single country with the majur commercial and financial
influence internationally, the German economy exercises
a remarkable infiuence in Europe and, through it, the
world., Germany constitutes the dominant export market

for many West European countries to such an extent ‘that,
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i ? paraphrasing, one may say that as the German economy o
: goes so goes that of Europe, and the rest of the world i
is not unaffected by how Europe goes. The German bal- 2
ance of paymenis has for many years been exceptionally I
strong. The direction and mix of German macro-economic

policies are therefore always of interest generally and

of intense interest in much of Europe.

f These interests are reflected in policy recommenda-
i : tions of the OECD to Germany. The recommendations here

Ei,; described are those published in OECD's Annual Economic

E; ; Survey of Germany. They are no less interesting because
: the OECD, with German concurrence and consistent with i
. its normal practice, was able to publish them. The per- ;i B

},
-

+ iod covered is one in which Germany, first, restrained ;
%f; an economic boom, largely by stringent monetary policies, . . ... . —m
;;ﬁa“"ww«ﬂ-wentwthroush"a“3hafﬁ“fécéé§i€h"ii*i966:67_énd, after i
;;} initial reluctance, emerged with a strong enough growth
o5 path in 1968 and 1969 substantially to reduce, if not
remove, theslack in its economy.

In December of 1965 the O0ZCD urged strong efforts
to change Germany's peclicy mix, with a relaxation of
monetery restraints. The recommendations particular-
ly urged smoothness in application of macro-economic
rolicies and avoidance of large surpluses in the capi-
tal as well as current account in Germany's internation-~
al payments position. 12/

By March of 1967,,when another annual survey on
Germany was published, Germany was in its recession.
The OECD's policy recommendations noted that the adjust-
ment from boom to cooling off had by then gone too far;
the immediate object of economic policy must be to get
the economy on a normal growth trend, both for internal
and external reasons. Externally, the recommendations
noted that "it is essential that monetary ease should be -
generated by relaxation of domestic restraints on liquid-
ity to support a revival of the capital market and.stimu-
late an outflow of lonz- and short-term capital on a scale
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?3§ sufficient to provide a signiticant offset to the
: current account surplus . . . For such an cutflow to i -
be achieved, interest rates in Germany would Lave to i§' 'a
fall below the rates prevailing in other major finan- B =
ciel markets. . . in existing conditions of low rates o g
of (domestic) capacity utilization there may also be -i; 3
need for additional fiscal measures to stimulate de-
mand .H ,1_8_/
These recommendations go on to attack a myth
f then prevailing in Germany: '"There is a wide-spread
g% impression in Germany that a budget deficit will lead
- swiftly to inflation. . . But this is not the situation S B
in Germany at present. . . the brosd test of budget poli- o L
¢y should not be so much whether the budget (however de- T
fined) is in balance, but rather whether it contributes S :
Kig~w~a-~~to<awreasonable~balance”in*the“GCGnody’as’é’whdlé?ﬂaé&/wv"Nm'd'ﬁﬁwwh-fjndiw%
o Prior to publication of the next OECD Economic Sur- |
vey on Germany, in April 1968, the German Minister of . .
Economics had tsken a strong and widely publicized posi- 3 :
tion that Germany should emerge from its recession on
8 growth path built on an annual rate of 4 percent in
volume terms. Since the capacity for output by the
German economy was growing and had been growing at a
rate somewhat above this, the 4 percent growth curve,
starting from such a low level of activity, would have
meant locking in or increasing the underutilization of
the German domestic economy; as German industrialists
sought increasingly to sell their output, they would
look more to exports and further rapid growth in Germany's
foreign trade surplus would ensue. An indication of
the considerable slack that had accumulated in the econo-
my is given by the estimsted six percent gap between act-
ual and potential output in mid-1967. 29/
OECD's survey pcinted out that ''real GNP would need -
tc expand at a rate of close to 5 percent and domestic
demand at close to 6 percent a year in the period 1969-71
if the balance of payments target (of Germany's own
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- medium~-term plan)‘wcru 4o be ronlized."&= w8/ 1t rocommond--
od tuat a maln concern of the authorities nust be to make
“certain that the recovery of the economy continucd strong;
the government should have stondby action o hand and move
wigh it promptly at signs that growth might be faltoring;
any oxpansiorary action would bost rely on fiscal changes,
 Bince these wers more likely to produce sufficient stimu-
lug to demand, but it was cloarly desirable thot monctary
conditions should be kopt as . ousy ug possiblo.

On the wedlepublicized 4 porcent growth rate, 0LCD
‘reported that "It ig ulso lmportunt Lo cousider how fav,
in pregent civcuamstances, the officiol growth taorget of
4 percent in 1968 represonts an adequate first step to-
wards thoe Government's 'optimum combination of cconomic
~alma's A cauticus ostimate- of the present slack in the
economy suggests that a 5 to 5.5 percent growth ruto of
GNP might constituve a reugonable interim target for the.

next couplo of Veurd.“ 2/ Much effort went into explain-
ing the cagsc thal such a growth rate would be in Gernuny's
own best jnterest, as well as taat of her ncighboring o
countries, for example, tho rise in productivity through i
achieving optimum capucity utilizution would mitipgate ;
wage rises. E
0f course, tharc were econonists in Germany working B
. L toward the samo policy ends. To say the leust, thoy were
in a wminority; they nceoded help from outeides The CiICD

recomnendations, forged out of Uceretariat dyafting and %

: long debate umons representatives of memboer countrices .
« BN with Geoxman experts £rom Boun ond rankfort, carried
“ thoir weight, too.

In the ovent, thoe recomnendat fons made through OECD

were acted on with surprising thoroupbhese and reuasonablo
. prompiness, The Bundesbank began progressive casins of l@
- ¥ monotary poiicy in 1907 and succceded in creating a situ- -
'l; ation of consideradle liguidity which Joad to the recom- L
R monded capital out-flow, The discount rote was reduced
from five to throee poercent in four steps and reservo




e T A B TR ASIAT RPAe T N6 Pre T LA 4 1m s mae o

3
E
B

ratios of the banking system were reduced in several
stagea; the effective average ratio fell from 8.0 to
2«3 parcent, or about a third, by September 1967. 23/

German banks rasponded to the release of minimum
Treserve balances by increasing their ghort-tern foreign
888ets, as interest rates were by then lower in Germany
than in ather major countries and German domestic demand
w88 weak., The impact on the German balance of paymonts
was dramatic and favoradble to international monetary
8tability, Long-torm capital, which had been a net in-
flow into Germany in 1965 end 1966 (and moat postwanr
Years) began to flow out of Germany in 1967, reaching
o 8 not outflow of almost $3% billion in 1968 and almost
£ © 86 billion in 1069, 24/

g A8 for economic growth at a higher than 4 percent
fiwjumw_w,*wannual»ratev;rimnrily~through"fiBcul“bhscIWGéfmﬁﬁ&~6i;
Co perienced its first planned budgpetary deficit of the
Postwar pariod; the annual rate of economic growth,

in volume terms, shifted out of the minusg 0.2 percent
of 1967 to a positive 7.1 and 8,2 percent, respective~
lyy in 1968 and 1969, 22/

Moat member countries of OLECD have had numerous
éxpericnces similar to that of Germany deseribded abova,
Few, if any, have never felt the stroug impact of inter-
national moral suagion. The German oxperience makes a
Convenient examnple becsuse in earlier yoars economie

w,< e e
SN ,-'-r"‘,‘: mnwew.
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thinking generally in Germany was uniquely couservative
and, given the importance of German international trade
and finance, special offorts were marshalled to ensure
that international inplications were fully taken into
Bccount in exceution of Gevman domestic policy ==~ that .
international and domestic wims wero reconciled,
It is, as such, a good illuutration of what all of
tLlo advanced countriecs may inereasingly expect to gmae
a3, through growing international intordependence, what
i done in pursuit or domostic aims matters too much to

pPermit any much country to fail adequately to reconcile
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T how it pursues its own odjectives with the internation- 3 |
al requirements of the time and to do 80 with reasonable Wg
-~ promptness and, thereforae, Smoothness, 2
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Chavter III Footnotes

1/ 60 Stat. 23 x

2/ Economic Report of the President (February 1970) p. 10 3

3/ The Figeal Revolution in America (University of =

hicargo Press, 19o%) p. oI

4/  The Political Bconomy of Prosperity (W. W. Norton, s

1970) pp. 45 and 46 T

5/ Ibid. -
6/ Ibid. '

7/ As in Chapter I on measurements, throughout this
paper "goods GNP," "output of roods" and such terms
mean GNP minus services and structures, i.€., the
middle column of Table & in the statigcal tables
accompanying the CriA's Annual Report, January 1975°

8/ Froceedings of American Statistical Association, 1973

9/ TIransnational Relations ond World Politics (Harvard
University rress, 1972) Table 1, p, 1&2 =
10/ ¥or a serious attcuipt At placing these complaingg « T s
in pergpective, see Lconomic Cutlook (OECD, July

197%) espocially papgcs 30-C0 fé
1l/ lonetary vs. Figeal ¥olicy (W. W. Norton, 19G69) p. 55 G
12/ The Political Heonuny of Proaperity (W. W. Norton, i
1970) p. o3 i
13/ Annual Revort (Board of Governors of the Federagl 7f
Reserve vystem 1969) pp. 48-51 =
14/ 1Ibid. Lable 8, p. 48 -
15/ 7This discussion of internaticnal inflation draws on -
a paper preparcd by lelen Junc (Joint “cononic -
Committee Print, Spring 1975) nnd analysis in "
rconomnic Outlooi (0:CD, July 1974) pp. 25-37 3
16/ The Politicnl Lconony of Prosperity (wW. W. Norton, %
T970) pp. 53-59 :
17/ Economic Survey of Germany (0XCD 196%) p. 30 E
18/ Economic Survey of Gerdany (0ICD 1967) p. 30 }
19/ Ibid. , g
20/ DMonetary Policy in Germany (O0uCD 1973) Chart I, p. 11 = i
21/ Economic Survey of Gernany (CxCD 1968), p. 29 *

22/ 1Ivid. p. 20
23/ Monetiary Policy in Germony (OZCD 1973) p. 55

295/ National Accounts of CiCD Countries: 19¢0-71
(0rCD 19Y%) p. 440
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. IV, Implications for International Security

|

and Political Relations

Introdugtion

Broadly and generally; governments pursue foreign
relations with & view to protecting and fostering the
security and prosperity of their citizens. Among the

“advenced industrial countries which are the special
‘focus of this paper this includes the pursuit of a comumon
security, at least so long cs there is o common thrert,

Unfortunately, the logical counterpart, common
prospérity, is too rarely perceived, much less promot-
eds Even though there exists a discernible commo:n threat =-

; " Tthat these countries would return to something like the de-
: i gree of self destruction prevailing in the 19%20s -- we do
';ﬁwut‘«wmwnotvseemwtowfindditncrcdible_—-Individualrmembersﬂof~th15a~~-»~r»
economic alliance continue attempts to export their pro-
blems %o onc another and otherwise to achieve individual
gain at the cxpense or threcat of common loss. Hence the
adverse interplay between economic issues and internation=-

There is, of course, s favorable interplay between
these forces and this, too, will be examined in the para-
graphs that follow.

Internationcl Security Relations

Collective security is related to economic inter-
dependence in very much the same way that national secur- x
ity is related to the state of the national econony. o
Reasonable economic prosperity does not guarantes a nation-
al will to support larpge, growing and persistent military ' ~
expenditures, but in a democratic society it does consti-
tute a prerequisite.

Like political relations, collective security can be !
affected positively or negatively by economic interdepen- -
dence. Interdependence is likely to support efforts towards E
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_progressive prosperity at the national level; the ques-
tion is whether the international economic issues aris-
ing out of interdependence can be contained so as to pre-
gerve and possibly foster a necessary mutual confidence

and so as not to arcuse a degree ¢f friction insupport-
able 1n international relstions.

German Chancellor Helmut Schmidt seems to perceive
the interrelationship clearly. He is quoted as stating
gt the May HATO summit meeting that the Atlantic alliance
was threatened "more by the economic situation than in any
particular geographical area" and to have called for more
coordination in economic policies. He is said in this
to have received the concurrance of Pragsident Ford and
Prime Minister Wilson. And the Chancellor was apparent-

1y not speaking of tradc wars or friction over what have 7
+ here been called micro-issues. He is reported to have
llnked the strategic effort and_cepacity-with-such-macro=-"- e T

“economic issues as competitive long-term interest rates,
increased industrial capacity and long-tera economic
growth with stability to combat social tension and poli-
tical instability. L/

“thether interdependence can ultimately be seen as
a means toward o comnon prosperity is, it seems clear,
s central question in security, political and economic

relationships. It is a question that will be examined
under the heading that follows.

International Political Relations

Do international economic interests, objectives and
the consequences of their pursuit constitute the tail to
the body of international political relations, or is it .
the other way round? Do they constitute the whipping h
boy of or do they exercise a discipline on international
political relationships? Curiously, the answer is not
always clear,
Econocmic interdependence between the US and pre-Castro
Cuba was substantial. Yor political reasons the US took
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i': o deliberate measures that eliminated that interdependence,

o despite obvious economic ¢osts and strong protests from
gegments of the US business community.

The US has at times blocked much trade of its nation-

‘als with the USSR, Eastern Europe, Mainland China and
North Xorea, for example, in the nane of security. In
all of these cases, trade relations have been made subject
to political relations, which in turn are affected by secur-
ity considerations.

But supposing no involvement of national security,
would the US for any conceiveble reason initiate and main-

- tain a politically hostile -- and not Jjust cool -- relation-
ship with Canada or Germany, for example, given the nagni-
tude of our economic stakes in Canada and the EC? Possi-
bly so, but the proposition boggles the imagination.

~ The US launched the Kennedy Tariff Round, cne of its

numerous initiatives to increase interdependence, in part

out of political motivations -- an instance of complement-
arity of trade policy and political purposes. It is true
that the concept of a US~-EC partnership, which carried
considerable weight in US c¢ircles at the inception of this
effort, fell into disuse. But there has rcmained a con-
cern to ensure, whether it be called partnership or not,
continued close political and security relations with
Europe, and closer trade ties are scen, amcng other things,
as a means of reversing rurope's pre-occupation with it-
self and the threat of a shift by it toward economic isola-
tion. This is an interesting role, in the context of this
chapter, for closer trade ties.

The case can be made that the current round of trade
negotiations is, for much the same reasons, in part politi-
cally motivated. Among other things, the most sensible
way to remove friction coused by trade discriminstion —--~
or, for that matter, discrimination itself -- is to elimi-
nate or substantially reduce the instruments of discrimina-
tion. ,

Do our political and security objectives sometimes lead
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us to accept inequitable treatment on economic issues
that we ctherwise would not accept? Many seem to think
that they clearly do; but the evidence does not bear them
out, We have avoided a type of confrontation threatening
a8 widescsle trade war with the EC over its proliferation
of discriminatory trading errangements, for example, be-
cause the eccncmic¢ results would be out of all proportion
to the gain.

Does the economic gain from interdependence sometimes
lead us to override our political or security objectives?
They may, as concerng political objectives, depsnding on
how importent we consider them to be, but they could not
do 8¢ as concerns serious national security cbjectives.

The point is that at least emong these allied, close-

ly associated countries our economic, political and secur- .
ity objectives converge. Peclitical and security relation- ~~° T i

""" ships are underpinned by economic prosperity which is fos-

tered by interdopendence, but interdependence can lead to
friction that can adversely affect the total relationship.
It is our total interest thst would be served by aveoiding
such friction.

But any qQuery into ouxr capacity to cope with rising
interdependence must acknowledge that such friection does
not arise exclusively through differences over trade poli-
cies and actions. Increasingly, divergent macro-economic
situations and policies are doing so, as the chapter immed-
iately above attempted, among other things, to bring out.
We are likely in future to see more friction over auch
things as what is conceived as unnecessarily harsh balance
of payments discipline on the domestic economy and exported
unemployment and inflation.

There are two extremes along the road toward increased
economic interdependence, with a wide areabetween them.

At the one extreme, precisely because the volume of trans-
actions between countries is large and growing, interdepen-
dence increases the number of occasions for political fric-

tion snd, given a lack of will and procedures to ensure equity

B
t



1 vy

e - L
2

are secn to be such that highly interdependent economies
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in such transactions, this friction festers. At the :
other extreme, interdependence has progressed sufficiently Sx
to become inhibitive to serious and prolonged friction. P
That is, the volume and value of eccnomic trenssctions

1y “
g

demand the political will and procedures to avoid serious,
hampering friction.

The road to inhibitive interdependence is long and
rocugh. We are not yet within sight of such interdependence, :
but there are signs that in our most tightly knit relation~ e
ships we are approaching it. This, in itself, is remark- fi
able, Human nature and domestic politics being what they
are, domestic rhetoric is, from the start, against a o
smooth ride, S : ﬁ%'<

The definition of inhibitive interdepeadence does not o
lend itself to precxse Judbments, but it is at least argu- _

S

“able that it exists in modest form todaj w1th1n the EC,

the sethacks (not always temporary) and missed opportuni-
vies of the BC nolwitnsbanding. The EC may be a long way
from some of its dramatic and important goals, for example,
monetary integration and majority voting. But for a feir
reading, one nust consider where relations stood between

its member countries two decades age. And cone must ask
whether one member country teday would defy the full member-
ship on an issue of such importance as to offer the alterna-
tive of dissclution. Has this inhibition net fostered com-
promise over confrontation? DMore important, have the habit
and form of compromise not come to reduce friction itself?
And is this not attributable in part to a gradual concept

of common prosperity and a strone legal framework within

which to seek it? ) i

The US-Canadian relationship offers ancther example of - §
intense interdependence, forning what ©d Fried has called f
in many respects a de facto economic union, g/ In trede, cach . ;

country is the other's major market, and the closerness of
the financial relationship is remarkable. Partly due to
the great difference in size of the two economies and the
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- : stages of their industrial development, problems have i
f been many and at times hotly debated. %

Few countries, if any, are as exposed to ramifications
from US domestic policies and actions as Canada. As William
Diebold has pointed out, the result "involves the Canadian
and the American governments in something more then 'for-
eign economic policy.' The prodlems are at once foreign
and domestic, being in fact a facet of the complex task
of operating, on one land mass, two highly interdependent
economies through a combination of private activity and
the working of two separate sovorelgntles o o o (with)
common and divergent interests." 2/
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the number of problems, the incidences of friction. But

it is such as to inhibit either government at least from -

action to the serious detriment of the other, for-example, ~ T 7T
“special treatment for Canadz as concerned the US interest '

equalization tax, the U3-Cenadian azrecment pertaining (at

least at times) to the level of Canada's internationsl re-

serves, and epparent resolution of the Michelin tire case

less heatedly and dvamatically than many supposed possible.

Special efforts to contain friction and avoid confron-
tation have resulted in what one Canadian historian has

PO

3
b
H
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Ei. ; In this relationship, interdepcndence has multiplied
E

called "an elaborate and complex machinery of commissions,
committees, boards and other joint bodies . . . (and a)
regularly constituted procedure or apparastus for the con-
duct of almost every concecivadle kird of Canadian-American
business . . » The level of cooperation is so efficient
and 5o congtant that the general public is scarcely aware
of its existencc.“&/

But this last goes too far, Therc are, indced, untold
bilateral committees and experi groups, pudblic and private,
that meet in attempts to resolve the neny problems that
arise, Their lack of success leaves much to be desired,

Can we learn anything or discover any portends f{or
the future by this very briefl exanination of progress, if g4
any, toward an inhibitive type of interdependence, tkat is,

- *“"‘“"”*m
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within the EC and in the US-Canadian relationship?

This paper takes the view that economic and conse-
quent political friction among countries can best be con-
tained when there are firmly agreed and mutually respect-
ed rules znd scheduled and effective procedures for close
and frequent consultations on many levels, including the
ministerial level, and that such rules and consultations
are most likely, if at all, among countries that arc high-
1y (inhibitively, if you like) interdependent. The politi-
cal will to yield to the fostering of mutual confidence and
a concept of mutual prosperity must be there.

Thus, if interdependence is to continue to intensify
andwe wish, among cother things, to avoid increasing fric-

__tion, we nust.accept almost as commonplace the sentiments

expressed by President Eisenhower at the conclusion of a

summit meeting with Prime Minister Macmillan (over-awards -~~~

"of public contracts) as far back as 1959. Here the Presi-
dent stated their belief in "the principle of interdepen-~
dence. We believe that you cannot keep a coalition of free
countries « » o Uunless we adopt cooperative measures that
do promote the interest of all . . . the greatest need is
to look at the long-term benefits of the whole group, be-
cause with that group, our own fortunes are tied up."

5
33
B3
¥
g.‘.'
é
i
A
i
H

-

e




ot .l o o A = -
3 F N USRI L Py L2 B P PUCOSUE LY PRI 2o Pty SO B S Potp S - . — - | ma . m IO TRETTONY C
| Co :
: . N - _ ;
Chapter IV Footnotes ;

1/ New York Times, May 31, 1975, p. 10

: " 2/ The liext Phase in Foreign Policy (Brookings Insti-
: tutlon, 1975) p. 172

3/ The United States and the Industrial World

. (Fraeger ruolishers for the Council on roreign

: Relations, 19%2) p. 112 :
' 4/ The Unitecd States nnd Canada (Harvard Univer- 3
" sity Yress, 1968) pp. >14-15 =
5/ New York Times, March 26, 1959, p. 12 ;
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V. International Consultations

Introduction

Earlier in this paper we looked into some of the
ways that growing interdependence has encroached -- and
is likely further to encroach -- cn a wide variety of

] -

domestic policy isgues here called micro-policies. In
the chapter that followed we explored how macro-economic
conditions can be significantly affected through inter-
dependence and how the choice of domestic macro-economic
instruments may be narrowed and their impact thus delayed.
The preceding chapter attempted to show the link between
international security, politicsl and economic¢ relatioa-
ships, how economic interdependence helps to underpin the
other relationships and how it can, on the other hand, lead )
-~ ——4o-friction and declining mutual confidence and “so under- = f”“*”;
mine efforts to strengthen our international political :
and security relationships,

In this chapter we shall exsmine in summary fashion
what is being done sbout these effects through internation-
al consultations and what more might have to be done on
the assumption of a continued increase in interdependence.

When the postwar network of international organiza-
tions was first designed, essentially in the 1940s, the
major building blcck was a set of prior commitments con-
stituting articles of sgreement. That is, trade was to be
non-discriminatory, currency devaluations had to mecet estab-
lished criteria -- that sort of thing.

This was never seen as all that would be required,
Exceptions would have to be made and were, indeed, pro-
vided for in the articles of agreement, most widely spread
in matters concerning trade. ZExisting barriers to trade
and to the free convertibility of currcncies werec seen as
targets to be progressively reduced or removed. In this and
other ways, international consultations based essentially -
on articles of agreement were made a part of the system,

Even so, as the complexities of interdepende:xnce grew,
the need for a different type of international consultations
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became evident. It is a type of consultations which e
night for convenience be called issues-oriented, It
flourished, first, in the OEEC, then in its successor, the i
OECD, and has assumed an increasing role within the INMF,

These two types of consultations, not always readi-
ly distinguishable, supplement rather than replace each

",

[
$
Pt
o

other. To meet current and foreseeable problems of inter- f
dependence, each approach would need to become consider-
ably more effective. It will be difficult and not with- :
out some cost in terms of domestic policy options to =
effect improvements of this sort.

But we must not exaggerate. It is not the perfect
system that is needed; just a2 system that works with de-
cidedly more visible equity and effectiveness on a wider
range of issues than before. In a sense, it is a trade-
off that is involved. The more effectively equitable the
system, the greater the cost in terms of freedom to ¢hoose
domestic policy, but also the more we reduce friction and
distrust, especially among countries with whom we have
closest economic links. To the extent that we prefer *o
let the friction and distrust and their consequences fall
where they may, we can limp along with a system of inter-

T T
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national consultations thet is mediocre in effectiveness.

But the.c¢ are limits as to how nmediocre the system could
be if it is to accommodate risinz interdependence, and
the more mediocre the system, the more vulnerable it wilil
be to successive strains.

What would substantially improved effectiveness in-
volve? That is, what kinds of payment in terms on con-
plete freedom of domestic action would have to be made to
accommodate further incresscs in interdependence with pro-

[ 0 e

ATl e

gressively less =- but never zero -- friction and distrust?
The discussion that follows will put forward some of the

SR PRI

more reasonable conjectures as indicative and representa- )
s
vlive .
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Trade

; The GATI has been a prime target of criticism among
: major international economic institutions, but it has
alsc been generally rccognized that the faults in oper-
ation of the GATT lie not so much in the General Agree-~ f

ment ~=~ even though it has herc snd therc been overtaken

N by events -- as iu the manner in which the contracting
S parties have failed to respect the Agreement.
_; - It would be hard to improve oa the following: "Vhat
!f % is reguired is not so nuuch the application of poultices

or even radical surgery to GATT itself, but the under-
~taking of concerted wction by those member countries

capuble of coing so to epply its rules in improved fomm
with greater v1gor, to adopt audntlonal rulcs sultcd to

modern needg, and to gupply more cffective means of inter. :
national enforcement.," L/ Indeced, the analysis and con- !
clusions of the proposed referm of thne interuationgl
trade gysten put forward br the Speocicl advicery Doadl
to the Trade Committee of the atlantice Louncml—z/ are
generally endorsed by this paper.

In brief, to accommodate increased intcerdependence
we need o tigater, stricter, more modern system of inter- i
national trade surveillance, rather than an overhouled
GATT. 'what would be involved?

Exceptional treatment under agrecd rules would need 3

to be held to an websolute minimum; such cxceptions con-
stitute sceods of future discord. There could Le no place
for endruns such as vcluntary cxport controls to avoid
import restrictions. And the import restrictions them-

selves, notably when applied for protective rcasons,
would be abolished. OSubsidies iinked directly to ex-

ports would be ocutlaved, Clainms %o preferentizl <rade ?}
treatment in lcus developad countricz would be given up. i

Genuine cases of barriers that arise in airicultural trade
would be negotiated on tle basis of domestic “rogr:ms that

collectively ensured a fair gharing of their burdens and -

a further promocien of trade. The export of the dorestic e

Ry
i
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N



‘-——-ﬂ"‘_—'_"“"

g iR

e e AT T T s £ e T g i« e T % I iy e e s e et S T

e A A A A et | T S ST T e

..775..

—

cost of such programs would in principle be outlawed.
Escape clause actions under Article X1X of the
GATD are in speciul need of tightening. FProbadly,
they should require procedures to lessen their frequen-
¢y and to ensure that they are temporary. There would,
in all likelihood, be need for international surveillance
and discipline involving domestic adjustment assistance
to ensure that the restrictions involved were progressive=-
ly removed,
Finally, as concerns trade, therc would presumably
be a need for agreement on how to cope with food, raw
material and other shortages end export embargoces. This

“could include prior notification, international consulta-
~tions and commitments to fuir sharing among importing

and exporting countries.

agreed and nmodernized rules with a meaningful system of
international survaillance.

Nontuviff Trade 3arriers

This vast crea has been the subject of intensc and
varied research, interaatienally, nationally and private-
ly. The industrisl werld is groping herc with enouch
enerpy to nake it likely that some discipline herve and
thore will greodually emerge.

Onc offort carparized for the currenttrade nesotia-
tions has becn to attempt to compile and usproe oa inter-
national rules on product standurds. Thesce rulies would
focusg particularly on nationul stundavds that are manda-
tory and on an internationally sagreca gyoten ol certifi-
cation. They could result in changes in US proctices,
changes that flushed cut pretection where it wauv here
disguised, but changes alvo in what ic mutunlly apreed
uron te meet safety requirements., 1n domestic debate,
the two would frequently be confused,

Generally, the prodlens in negotiating lidveralization
in this broad area are that the praclices are not only

ingrainad; metiods und procedures vary greatly from country

Wha't“thlw&f)l—l- cones_to.is stricter—cempliaonce with e

e e T T
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; to country, qui¥é unlike tariffs or most quotas. A4n =
5 ? overriding problem is that of reciprocity: who gives

P
1
-
P
[
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what for what, how can one be sure of rough equality
in the giving and the taking and hew can one be sure
that what has been given in negotiations will actually
materialize as planned?

Practices in government procurerent constitute a
good example of these complexitiese In the US the dis-
crimination against foreign bidders is ¢lecar. 1t is in
legislation and, unless and until overridden, in the
powers given to the individual states, In most other
countries it lies by long practice in the munner of soli-
citing =-- or not soliciting =~ dids, that iz, questions
arise as to advance public notico, if any, how much no-
tice, as well as treatment of bldu rQLUJVLﬂ. Yet, an

5*—““f*“**"“’1ncrew ing volume of ‘busincss is involved. :

No one approach is likely to provide the magic 1e- e
sponse to liberaliuatien of LTHs, It may be that a pro-
mising route is represented by the OLCD's ¢jreement on Y

"’'rocedure for Hotificatio:n and Ceonsultaticn on Meusures

for Control of Substances A.fecting Man or liis Inviron- 4
ment," cstablished in My 1€%.. This calls for povern-

ments to report measures “1ihc‘w to alfcet adversely
and to g substantial exsr ™ Lhe coenonic intercst of
other MNemboer countries or international trade." 2/

Ag Willian Diebold has pointed out, "If used more
actively than some othcv complaints procedures, this one
could in time provide the rudiments of a code of behuvior
(if not precise rules) that was usccepted in pructice (if
not in law) and that beian to cstavlinhy coumon gtandards &

l‘l

(at lecaslt amony moenbder countrica)." =

In other words, it seems Tikely that mest issucs cone- :
cerning N3 are suscephible to rescelutien, it at all, >
amon a proup of like-minded countrics who are prepared . N

to start by a fair system of notiticution und end by aprec-
ment on what can and what connot be dones This vecws spect-
fically appliconle te arcus as broad and potentially
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contentious as regional or industrial policies. Issues
concerned with customs valuation methods and procedures,

i on the other hand, like import quotas, seem closer to
tariffs in intent and effect, though they may be more
inhibitive to trade. They are more likely to lend them-
selves to traditional negotiations. They, surely, con-
stitute an area where changes in national procedures are
a prerequisite to reduced international friction and dis-
trust. -

With all of the analysis alreasa, available in how ;;
to proceed in this area, it remaeins in this paper merely T
to point out that NTBs are costly in economic terms; 7 G

" they often cause friction and increase distrust among “

S countries with much common interest at stake; as inter~-

_f*"f”*“""”“"depéndenCQ“grows}“thesé“cbnséQﬁénﬁéé‘éré’likély“ta"ihl”””"“

b tensify, and in the process of reducing them the US,

like others involved, will have to yield on some of its

practices on a well-known list of action.

R —

Exchange Rates

; At least among technicians, this is an area that has
: been as thoroughly explored a3 NTBs. At the moment, world
economic conditions are sufficiently turbulent that flost-
ing rates are accepted and the points at which national
authorities intervene in the exchanges =-- and to what ex-
tent -~ are left to discrete discussions among central
bankers and, from time to time, finance ministers. Diff-
erences of view as to the appropriateness of a rate only
occasionally make the headlines, but they are then some-

5 times harsh. %
There are only 8 few things that need to be saiad ' .
sbout exchange rates in this paper. They are & matter of ~ 5

great importance, directly affecting the relative inter-
national competitiveness of an economy. They can affect
a country's domestic economy significantly. Sooner or
later there will need to be international agreement --
tacit or explicit -- on what type of exchange rate system

e s
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-z r,—..s.‘.‘; g e : T

. . -78 - | -

: N L

should be expected wbhen world economic and financial

5 order, or something like it, is restored.

‘ There are individual points in this debate that are
important and that will only be resolved with effort

§ : and time. It would require a separate paper to deal

: with them fairly.

What secems clear on the exchange rate gystem of the
future -- and which is chiefly relevant to this paper --
is this: whether the new system in principle requires
fixed but promptly adjustable rates with wider bands or
whether in practice it is characterized more by a system
of floating rather than fixed rates, there will be strong-
er internationsal surveillance over the actual rates that
prevail or much bitterness will characterize a system in

The comments in the introduction to this chapter
about a tradeoff involved in less freedom of choice
domestically and reduced friction and distrust inter-
nationally are applicable here,

Mgcro-economic Policies and Conditions

Conceptionally, the broad lines are drawn with
reascnable clarity as to what at least msjor countries
are likely to be called on to do concerning micro-issues
and exchanse rates if they are to reduce friction and
maintain confidence in each other in face of growing in-
terdependence. Theie are different ways of going about
it and varying degrees of accommodation are possible,
indeed, likely. Domestic freedom to act would he curtail-
ed as agreements were reached and effectively enforced,

We cannot know how extensive or effective such action will
be. DNifferent people will have different ideas as to how
far one should try to go. But the concept of what to
attenpt and ways in which it might be attempted ia thers.

This is not so clear as concerns issues in the macro-
economic areu. As the macro~econonic chapter attempted

T L R U T P A SCL LR
TS s =

. which individusl countries act unilaterally bu~t9§§ex} L
i"—‘.”'"“;"“"“ ———<counterproductively.” e
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to make clear, we do not yet know as much as we need to
know about how to achieve our domestic aims in this aree
even if we lived in a one-country world. The science
o ol forecasting the domestic econcomy is far from per-
L é fecty we remain unenlightened as a nation on macro-
. economic issues, on what is needed (and when) in order
to achieve what we nationally aspire to; and our domes- N
tic institutionel arrangements are toc often inflexible. ;jl .
These problems are multiplied many times when we ;f- :
s consider the need to improve management of the inter- i .
;; : national economy in a way that is satisfactory or deem-
i ed reasonable to all countries, Differences of great i
b : weight can arise, therefore, because a major country fi
;? i has misjudged its situation and thus pursued the wrong .;1 -
P policies, because it tries to pursue the proper correc- ‘%
 ___ tive policies but is caught up in its own institutionsl o
o rigidities or because it successfully pursues policies e
not judged in the mutual benefit. .
And since we are here dealing with impacts on em-
ployment, income and prices, for example, on a national
S basis caused or apparently caused, or susceptible to be- .
e ing so0 labled, by action of another country, we are deal- ;
- ing with matters of great potential divisiveness. :

W RRPY

Since they are relevant and not popularly known,
it might be useful to summarize how these problems are
now dealt with through the OECD mechanism.
The major OECD effort to coordinate international
conditions for the mutual benefit is made thrcugh the
process leading to and including meetings of OECD's Eco-
nomic Policy Committee (EPC), which normally meeta twice
annually but is often called for special meetings as .
occasions demand., Whether improvement in future is -
soucht by making these particular procedures more effec-

tive or by concentrating on other procaedures, possibly

in other institutions, the problems will be the same,
Months before each meeting of EPC, the international

gecretariat of OECD begins its short-term forecast of
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economic conditions, world-wide, for the OECD area in
r general, and for each major member country in particu-
b lar. "Short-term"” is the coming twelve to eighteen
g't months. These indepsndent forecasts are circulated to
pe national authorities of member countries, and forecast-
ing experts from national member capitals meet to discuss
b them. It is here, for exemple, that the forecaster that
R'i has assumed that foreign demand for the exports of his
F : country will be strong is sometimes faced with an arrsy
:f of experts =-- with or without secretariat concurrance --
C that are convinced that demand in their countries, in-
- cluding demand for all imports, will, on the contrary,
E  be weak. It is here that it may be learned that one mem-
ber country is asgssuming ~- and rfollowing policies to make
w =it 80~ -=-that -a- corrective recession will be under -way
nationally. It is here that a collective view of the
outlook for the world econony is formed.
With the benefit of these exchanges, the internation-
gl secretsriat then circulates tc member countries a docu-

T
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ment setting forth its independent view of the interna-
tional outleck and the major issues it raises in terms
of policies to be followed by individual countrics, not-
ably the major member countries. These issues forz the
agenda for EPC disgcussion, generally a two day discussion
attended by policy-msaking officials from national capitals.
The US delegation, ususally the strongest, has typically
becn headed by the Chairman of the President's Council of
Ecnonmic Advisers and has included an Under Secretary of
the Treasury and a Governor of the Federal Reserve Board.
It is through discussions at meetings of this sort
and, of course, in the corridors and over business lunch-
eons and dinnera that o common appreciation of what is
likely to come and what will be done about it is reached.

L S R W

T el i,

A conviction of specifically what should be done by all

parties and a mutually consistent determinacion to do just
that is rare. The more commeon result is that cach member E
courntry will in the exercise of its poliey options take 3
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into account what others will be doing, toward what ends
and why. These are not small accomplishments; they are
o not insignificant rewards.
? There are, in addition, supplemental arenas. In

the EPC's Working Party Three international financial
{ aspects of the same and other issues are debated; in
its Working Farty Two inflationary and growth aspects
are given spccial attention; and each country is given
a full day's attention at the annual economic reviews,
such a8 those of Germany mentioned in the chapter on _
macro-economic implications. All of these efforts are } @
made against the broad analysis of the world and OECD- : :
‘wide economic outlook as presented to the EPC, suitably
brought up-to-date for the occasion, : :

~Ultimate success in influencing German policy and . ER

its timing during 1965-68, as described in the chapter : :
; on macro=-economic implications, might be taken as a

favorable measure of how this system has worked.

In that case, the German economy did go through &

costly recession. And the timing of OECD forecssting
was off, so that its recommendations came late, though
not a8 late &g the published review would indicate since
considerable time, no doubt, was used between arrival at
the recommendations and German agreement with then and
hence their publication. There is also rcpresented here
the problem of differences in priorities which countries
attach, for example, between price stability, high em-
ployment and what they consider to Le a healthy balance

DA MR ST

of payments.

It is safe to speculate that at the time the OECD -
recommendations were published and subsequently acted 3
upon, a number of German officials saw this action as ) E
part of the cost of growing interdependence or increased é

internstional cooperation. -
On the plus side of this experience with Germany, it
should be noted that the Germun recession was surcly less

severe or prolonged than it otherwise would have been and N
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German officials took spacial measures, as urged through
OECD, to limit the extent to which the cost of Germany's
strong disinflationary program was exported to its major
trading partners., While Germany's balance of payments

on trade and current acoountstbtecame much stronger, with
corresponding weakening elsewhere, its capital account
was, a8 noted earlier, such that others did not have to
retrench drestically their domestic economies to meet the
German domestic situation. In brief, s compromise was
struck.

A8 noted in the earlier gection, there are many other
examples of this kind of thing, of a degree of harmoni- =
zation of economic situations to the common good, that = -
could be given. Indeed, and again as noted esarlier, 7 S

affected the timing of the US tax measures of 1968, — =~ T mmie—e
But this progress is decidedly insufficient even for .

the present extent of interdependence. What more would

need to be done in this sres to gccommodate growing inter-

dependence”?
There would have to be substantial improvement in

the coordination of policies, their thrust, their mix

and their timing. The experience since 1970 is a reflec~

ticn of this need. As recounted in the earlier chapter

on this subject, this was a pericd just following an ex-

ceptional adjustment of currencies, when all major coun-

tries experienced boom conditions simultaneously, world

shortages developed, oxogencus factors (oil and food)

were extreme, all major countries adopted disinflationary

policies with the result of a broad and, in some cases, ;

including the US, deep recession that was accompanied by

price rimses of exceptional magnitude. -
There are twe general factors in this area of what

more might be needed. First, the cloger coordination

of policies and conditions nesd not be on anything like

a global scale. In fact, only a handful of major coun-

tries is directly invelved, essentially the US, Gerﬁany,

FLIG VI~ "R S
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France, Jaspan, the UK and possibly Italy and Canada.
Fortunately or unfortunately, the world is little affect- e
ed by the monetary policy of, say, Guatomala. ”ﬁ
The second general factor, however, is that the in-
i ternational econony is growing more complex and even
" more difficult to make responsive to goverument action
: alone, Lawronce Krause, among others, has pcinted out
‘ the importance and significance in this respect of the
widening of horizons of private business. He points out
that, in their pursuit of domestic stabilization objec-
tives, governmentc are especially bothered by internation-
al short-term capital movements, to which they are forced
to react in an ex post facto manner.=
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& . Somehow, despite these increasing complex;ties,
?;wimm_ﬂﬂ,Jgovernments—oi major countries must learn to gulde thelr
o econounies toward smocther grewth, to limit the excesses
of overheating and deep or prolonged rec:ssion so that
the corrective measures need not be so strong as to court
oversaooting. This is an objective of each of thess
governments whether interdependence existed or rnot. But
with rising interdependence, it becomes a prerequisite
and, at the came time, & more difficult task,

There is little doubt but that economic forecast-
ing will have to improve. Again, this would be a do=-
mestic requisite with or without interdependence. But,
again, the very real difficulties are intensified when
they are internationalized. As interdependence intengi-
fied, the outlook for the rest of the world wnuld have to
be taken more seriously into account and poocled efforts
to foresee worldwide shortages, for example, would nesd
to be increasingly effective. This would require inter-
national discussion among many countries and separste dis-
cussions among fewer and fewer countries that impact most
heavily and are best informed on the world economy. i

D
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Especially among the major countrieg, rising inter-
dependence would make it necessary, first, to clarify




W TENY PRT 7 YT 2 Ty T
e e e )

. :
P N I CRL ST

TR e Y YTy

\ amaiidoaica s

individual goal§ and priorities and, then, to recon-
¢ile and, as necessary, modify them to serve compatibil-
ity. All of this would require the participation of
technicians and of policy mekers and the attention even
of heads of governments,

The need would be greater among major countrieas %o
clarify and attempt to agree on the relative roles of
fiscal and monetary policies in the international corn-
text, including the timing and conditions of their appli-
cation. Tne use of other policies, such as those treat-
ing with domestis incomes, prices and supply, might be
clarified and endorsed -- quite possibly urged -- inter-
nationally in what would be termed appropriate circum-
stances. All of this, of course, would have the aim of
attempting to narrow the accepted limits among these
countries as to how -far an individual “economy could
supportably be allowed to get out of line (and by which
policies) to an extent that threatened to spill over in-
to the international economy.

As for the US, there can be little doubt but that
fiscal policy must become a morc flexible instrument, a
laudable objective in any event, but one that would re-
ceive a special discipline under increasing interdepen=-
dence. A more enlightened public is a prercquisite to
this. As the author of this paper has noted elsewhere,
there is no discernible reason why an adequate enlighten-
ment of the public should be improbable if economists
would make & determined effort in this direction. z/

An interim step toward fiscal flexibility would be
for the US Congress to cede authority to the Ireslident
to alter tax rates by up to ten percent as s demand man-
agement tcol, with the right retained by Congress eventu-
ally to work out more permanent cr less impermanent re-~
sponses. This is a recommendation that is well known,
similar to a procedure adopted in the UK, Its timing at
the moment runs counter to trends, but it is so anear to
being essential that an avrangement along 1ts lines -- or




- P . L - - - R ) T ) 7 L
e A T 4 - o - AT
BT DRSSP NI R S
< AT B LF e mam et e e LT TN s e 3ot AR e B L ST IR T
s AR BT BE e A T TR

JRTNCAPE S S S b

!' ‘, - ’-85-

St

with similar effect -~ Wwill come sooner or later.

As we moved further and further into interdependence
toward an integrated economy, occasions might arise when,
under pressure from others, the US (and others) would
find it necessary to shift the direction of its macro~
economic policies earliexr than its own priorities would
normally dictate, to move a bit before price or employ-
ment objectives, say, had quite been guaranteced or seen
to be at bhand. This would, in effect, constitute a
narrowing of acceptable limits to whick governments
% were otherwise prepared to see an economy go in striving
h for particular objectives. The portend of this kind of

thing, as noted earlier, was the case of Germany in 1965-
’ 68.
f,i From all of this, the mgjor countries might gradu~----—- - -~~~ 7%
éﬁ»§~“~*"“““allywde¢éi6p'é code or codes concerning, for example, the };
L role of fiscal, monetary and other macro-eccnomic policies, ::
i; individual priorities to be served by such policies, etc. ‘ 5
L Preliminary work in some of these areas has becen done
among the working paxrties ¢f the OECD's Economic Policy
Commititee. More ambitiously, there has dbeen some pro- .
gress along thege lines, very gradual and begrudging,
within the EC, But the kind of cede or codes required
by the more loosely integrated economies here discussed
would not have ts be as formsl or exacting as those of B
the EC.

Taken £8 a whole, these demancs for reconcilsble and
internationally tolerasble macro-economic and social objec-
tives constitute a tall order. Considerable effort could
usefully be invested in finding means to agsuring that
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they did rot impose an unjustified burden. Supporting

any such efforts would be the fortunate circumstance that
the major countries given special attention in this paper
generally share the same such objectives, with deviations
very much a matter nf degree, at the margin. And one should
not overlook the role that could be played by a flekxible
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approach to exchange rates, whether under a vegime of
floating or adjustable rates, a flexibility not present
in Germany, for example, during the 1960 experiences
noted in this paper,

Finally, there is need to say a word about rhetoric.
If nations are to continue to become increasingly inter-
dependent without cripling friction and distrust, nation-
al leaders and ministers are going to have to give up
the habit of publicly alledging that ot.cr countries =--
notably major economic allies - take advantasge, act more
shortsightedly and, in a word, continually make problems
directly and try to export the costs of their own problems,
It would not be peaceful coexistance we would be secking,
but common prosperity.

.. .. __No.doubt there are mischievous and even sinister
governments arcund at any given time. They need to be
put right and firmly so, but at least first efforts should
be without public rhetoric. In the course of such more
private efforts it will be found that misunderstanding,
too, often prevails. An intermational system that ensurea
reasonable and visible equity through consultations would
have a healthy role to play here.

It would be reassuring to think that a lowering of the
rhetoric would be an objective irrespective of trends in

interdependence. But if interdependence is tc continue

to intensify and if we are to have helpful relations with
other countries, domestic public enlightenment is going to
be strained. It should not have to bear the extra burden
of being told that the other fellow is a thief.
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The United States and the Industrial World
Praeger for the Council on ¥oreign Kelations,
1972) p. 353

-Transnational Relations and Worid Politics

(Rarvard University Press, 1972) pp. 175
and 181

Trends in the Application of Economic Policy
(National Planning Association's Looking Ahead,
September 1970)
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VI. Assessment

Introduction

R YRV
e e

Tt was stated at the outset that the purpose of
this paper is to help individual readers form clearer
views as to whether growing interdependence is in the
national interest, with emphasis on the policy making
implications that have now been explored. The paper
assumes that, given equity, goodwill and ressonable in-
ternational management, foreign trade, roreign invest-
ment, international banking, etc., are good. The gques~
tions raised are the costs of more and more of them
in relation to national economic activity. In the
process, it is hoped that the paper has contributed a
clearer understanding of the consequences of interde-
pendance from the policy point of view.

In a way, interdependence is as Mark Twain said of
the weather, thet everyvody tLalks about it but nodvody
does anything about it. But this is not entirely so,
in either case. Deliberate international initiatives,
for example, the opening of the current round of trade
negotiations, are taken from time to time that can great-
ly affect interdependence. DBut do we take these initias-
tives with the fullness of this result in mind?

A certain degree - g ratner considerable degree -~
of interdependence is going to be with us irrespective
of official policies and initiatives. But there are al-
ternative responses that can affect how much interdepen-
dence will prevail., It may be useful %o examine some of
them.,

For starters, let us set aside as not practical two
oxtremes: a rapid move to full ecconomic integration or
a deliberate return to the restraints and economic war-
fare of the 19%0s. The former is easier to dismiss than
the latter. During the eesrly weeks of the 1973 oiy embar-
g0 not many astute boolkmakers would have given better
than 50-50 odds that the existing degree of international
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erder would withstand the pressures. The indusastrial :
world was as close to breasking ranks and engsging in %@
cut-throat action as at any time since World War II. E
It is possiblc to believe that, in avoiding this, good
statesmanship wag aided by the favorable results that
working together in the past had shown. There are no g
guarantees but that greater struins may appear and that .
the present system will suffer a cevere setback, but not
to the world of the 19%0s, not if we continue to make
determined efforts to avoid it. Too much is at stake.
Too much has becn accomplished.

Three Broad Tolicy Alternatives

What, then, are the most logical slternative brosd
policy approaclics to interdependence within the bounds
of what we mignt seek?

i First, our policies could be such that we continued
gw g to drift into increasing interdependenca, largely through
o private initiectives. We couid here and there act to in-

crease interdependence, for exsuple, through modest trade

o

negotiations, while chauzpioning non-discritinatory treat-
ment as between foreign and national direct investments,
opposing attempts to control short-term capital movements
and talking a relaxed view of the abscence of a coherent
aupervision of multinational corporations. we could pur-
sue monetary rcform routinely, whilec generally support-
ing progressive but slow and moderate improvements in the
international ingstitutional framework with no special
initiatives or programs for changing it significantly.
A sccond possibility would constitute a measured
and deliberate cutbacikt in the degree of interdependence
prevailing. This would beust vbe anccorxplished by care- :
fully cxecuted intcrnationul diplomacy to explain the ob- f
Jective and rationale. Possibilities include attempts )
to got some contrel cver moveiaents ol short-term capital
(for a minimum cxample, rcinstatement of the US interest

equalization tax), internationally~agreed supervision over
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multinationsl corporations and a hslt to further efforts
to negotiste reduced barriers to trode with a less dedi-
cated approach to unimpeded foreign investment; we could
champion maximum freedom for exchange rates to seek their
own levels, with any initiatives toward improvements in
the internntional ingtitutionsal framework tailored to

] the policy objective.

13 A variation on this second possibility would be to
: work toward maximum freedom in international transactions i
B but to provide for orderly deviations by individual ecoun- wé

tries in the form of restrictions when the need for bal-

ance of payments adjustment mesde it imperative. This would

be what Richard Coopcr (sce below) calls a system of con-

trolled rcatraints on international transactions. The

key word here is "orderly." ke
A thind broad poasibility would be to press on, with ‘f

deliberate support for and accommodation to the underly- '

ing trend toward increased inte:xdependence. Here we would

work toward free trade with the minimum of NIBs, while

It actively supporting stronger international institutions

: with powers of surveillance and, gradwlly arbitration.

- § It has been a central point of this paper that intexdepen-

dence is growing, not just in depth, but in breadth, touch-

ing many facets of our international cconomic and, through

them, other relations. ©Such an effort of institutional

support wouid, therefore, have %o be pretty wuch across

the board, that is, marked inprovement in institutions

dealing with trade, finance and domestic macro-economic

policies and situations.

[

o perimiiigd e e et e oo

Of course, there are any number of combinations among

; these broad choices, but one must exercise care in being , §
_E conaistent to the extent that the effectiveness of inter- - f
national ianstitutions must keep up -- roughly -- with i
policy choices. . §

One ~ombination that commends itself 13 the treat-
ment of trade proposed by the Special Advisory Panel to
the Trade Committee of the Atlantic Ccuncil. Here barriers
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to trade would be reduccd as much as possible; the bene-
fits would be extended more or less globally; but there
would be an institution:l change in which those countries
prepared to do so -- prisumably, at least at the outset,
the advanced countries that have formed the special focus
of this paper -- would accept the extent of institutional
discipline necessary to give reasonable assurance of an

impraoved and fairer system, referred to in the preceding
chapter.

Encroachment on Domestic Policies

FPerhaps the strongest and surcly the most coherent
case for caution, at the lecast in the need to canstruct
prerequisites to facilitation of more interdependence,
is put forward by Rickard N. Cooper, first in his article
in the Yale Law Journal (1967) and, then, in his book,

The Xconomica of Interdependence: Yconomic Poliey in the
Atlantiz Communitv (McGraw Hill, 1963).

There i3 no question dbut that the state of interde-
pendence has outpaced our national wills to cope with it
constructively and that, consegquently, international fric-
tion and distrust have their moments. There is no ques-~
tion, either, but that our choice of action toc meet domes-
tic objectives has suffered, notably our uninhibited use
of domestic monetary policye.

The peatest challenge to successful execution of a
deliberate cutback of the prevailing dcgree of interdepen-
dence is how and in what circumstances it could be done,
It could happen through growing divisiveness, through neg-
ative acticns such as those that gravely threatened the
present system in the early days of the energy situation,

This, surely, would bte the worst of possible worlds.,
But to cutback constructively -~ or, as a variation, to
have controlled restraints to ride out payments ditficul-
ties -- would recquire the type -~ but not necessarily the
degree ~- of interanational institutional success and inter=-
governmental empathy requisite to accommodation of further

!
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interdependence. Any sensible and constructive resolu=-
tion of the prodblem, in fact, is geing to require just
this. But one road may be leas difficult or more in
the US interests than another.

S0 let us have a closer look at the impact of inter-
dependence on policies to achieve domestic obJectives,

In the broud field that has here boen called mico=-
policies the question often comes down to whather our
domestic objectives are, indeed, being served by the
policies that would be under increasing discipline if
interdevendence centinued to grow. Lo some cxtent, one's
view hore will be influenced by one's viow of warket
forces as the most reliablo ardbiter of econonic costs
ovexr time, How long, to what extent and at what cost
can they be ignored?

Even without unguestioned coumitment to market
forces one can find it hard to share great concorn over
loss of subsidized exports or lesal coamitment to coun=-
tervail in the absence of clear injury, for oxample, as
tools by which to achieve domestic objoctivesd.

The case can be muade that, if there had been strong
internaticnal discipline at the time US agricultural poli-
cies were formed, better and nmore effective domestic poli-
cies would have been adopted in terms of the cgsentially
long-term objectives gought. Tho real need was to recduce
surplus labor on the farwy, raise agriculture's productiv-
ity and thus increase real farm income. Wo chose, in part,
the route of subsgidiesg and import quotuas; the world has
genorally Ifollowued the same path. This route might have
been followed by others irrespective of US policios
(though not necessarily with the sume consvquences Iol '
GATT), but it is very doubtful that this was a sound vehi-
¢le for the US or others., A detailed examination of this
isgue may be found in Gala Johngon's World Asvieulture in : :

Disarray (Macmillan 1973), for example, beginniny on
page 20. '

In many, if pot most, cases of the type here discussed
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the domestic policy option under pressure from inter=
dependeonce is protection againgt foreign computition.
Government procurement regulations and certain satety
gtandards (see Chapter I1l) aru sueh examplesa. 1t is
true that the oliminution ==~ notably the abrupt elimina~
tion == of such uneconomic practices would cause hard-
shipa within small scgiments of tha privats economy. bBut
would it not wake geanse for the US, irrospective of any
international disciplineg, to sbandon such pelicies asg in-
appropriate to the broader naticnal objectives of rais-
ing real incowe, reducing governzent sxpeuditure, etced

In brief, while the interplay betwoen demesatic micro-
policies and our international antercdts is growing, thiu
ig not likely in the broader and longer view ol what is
in our interests to be the area whero tho shoe pinches.

The shoo pinches very much and is likely to do so
incroasingly in the area of macro-vconomic policies and
conditions.

There ic no doubt but that the effeative use
tic monetary policy (and of forecasting) has been
oantly couplicated by increased intexdoprendence.

of domes-~
signifi-
such
handicaps will intensify as intordependence increagsas,
Cne's view of prafcorrod droad appreoaches toward intoer~

dependonce is likely to be governed sudustantiuslly by

this challenyge.

But thore is no need to oxaggerate the impact of
invurdopondence on the use, for example, of wonetary poli-
¢y 435 an instiument of domestic denand wanagement, inportant
as it is. The single most telling experience that hag been :
used to illustrate interdependence's woskening of menetary Z
policy as a domestic instrument is that of Germuny in :
1960, Thig is s0 in part becauso no leag an authority )
than the German Bundesbunk observed in its annunl report i
for 1960 (pp. 41, 47) that "In the circumatances the
Bundesbank found occazsion « « « to Trovise its oredit poli=-
¢y, and go more by the nveds of the balance-of-paymanta

position, even though the domestic business cyele reamained
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in a phase of boom . . « experiences of the last year
have shown clearly that one cannot keep internal activity
within bounds through restrictive credit policy so long
a8 the balance of payments . . . shows laiye surpluses,"

The "circumatances" of Germany in 1960 were most
unusual. The boom to be cooled arvse rapidly and gharply,
and countoer-moasures of monetary policy were of equal
rapidity and severity., Fartly in explanation of this,
loading to a stubborn becom in exports and nassive capital
inflows deapite Geraan monotary policy, was the general
conviction that the first postwar revaluation of the
deutschomark was inevitable, as indeed it was, occurring
in March 1961, The lessons, thus, are not uniguely that
in the circumstances wmouetary policy could no longer be
used domestically; the lessons were also in favor of a
more flexible approach to exchange rato policy and aveid-
ance of rapid starts and stops in execution of poligy ==
preferably a balanced application that included fiscal
action. 1t wag aginst reopetition of precisoly this latter
that CLCD made the reconamendations suumarized on page 58
above.

It is too hard to resist a note in passing that the
Germans are hardly unigue in having multiplied their
problems by attempting to refuse an action {(Ievaluation)
that in time predictably raised living standards and acted
diginflationarily, and all undor the rhetoric that "1t is
not the healthy wan who should go to the hospital;" the
US resisted a healthy tax cut at roushly the sano time
on grounds of "fiscal integrity." There are lessons,
then, also on the critical need for pudblic enlighten=-
ment on econouic issucs and a skeptical approach to rhetor-
ic and cliches.

Conclusions

Nor is there nced to exaggerate the international
gystem required to accoumodate rising interdependence
generally. kEnough change would be required without that,
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There is often an overwhelming teaptation on the
part of thoge who think seriously on thage questionsg
to design on paper the porfect system and then to stroess
the imperative of achieving it. Thia is sometimes accom-
panied by an isolated focus on the intornational frame-
work (for example, one might as easnily conclude in a

P

‘

treatige on domestic policy am on interdependence that
greater rcliance on US fiscal and lezs on nonotaxy

policy is neceasary, althouph beoth the extent of improve=
ment needed and perhaps the consequences of failure would
be greater in tho case of the lattceyr), :

It is most uulikely that in any event we shall over g
see a flawless interpational system. 1t is equally un-
likely that we shall ever wiiness flavless exocition of E
domestic policies. PFast international disruptions have B
reflocted both these shortfalls,

Further, it is at least worth putting forward as o .
propoaition that some friction waong the leading nations '
in ¢rade and finance is inevitadle snd can eoven be the
gpur to improvements in gystems, 80 long as (he Lriction
operates undexr significant inhibitions and so long as
muatual confidence prevails. Within these linits, how
the friction is »esolved in a more practical concorn than
its couplete elimination from the gystom,

There arce any number of illustiationy of this in the
"stop-tho-clock" decisions of the ¢, The history of Ui«

Canadian relations contains a faow wore, So, too, miyht

we interprot resocolution of the Grecr's Ferry case that

80 prominently involved friction bLetween the U wd the

UK (see footnote 7, Chapter Il and the quotation from
President Eisonhowel on pase 70 adove). '

A grim illustration of the survivability of an iupoer-
fect system with hiph intemdependence ia represented by
the events beginning with dollur devaluation in Ausust -
1971 and endinyg, at loast tho worst of it onded, with
the Smithsonian agraecrment on currency aliriments in Deconis

ber of that yoar. Thia was a mupture -- arcuably deliberate —-
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‘of historic proportions. Much friction was crcated
and there was considerable damage to mutual coniidence,
but the system acmenow delivered.

In what circumstances, one might ask, would we have
fared better during the international inflation and boom-
bust «onomies that prevailed during 1971-75? The re-
sponse must surely lie as followg: if each major coun-
try had done a better job of forecasting cvents and admin-
igtering its own macro-economic policies and if they had
Jointly coordinated policies much more effectively. In
this way, costs would have been reduced. If each countyry
had taken a completely uncooxdinated approach, the costs
would have been far greater.,

To ask if the US might have fared better during such
an exceptional pexriocd if interdependence had becn less
intense seems, on inspection, impractical. About the only
policy alternative available was for the US to cut ranks
and take a "devil take the hindmost" spproach toward its
major economic alliegs. One might argue that this would
have been profitable in the short run; surely, it would
have been more costly in the long run than the policies
actually followed.

Suppose that there had been less interdependence in
1963, when the US econony was operating at a serious level
of unemployed labor and capacity and when needed stimula-
tion was hampered by the reluctance of the Congress to re-
duce tax rates? Let us say that the exchange rate system
was one of floating rates, that we and others were attempt-
ing more seriously to control short-term monetary move-
ments and that foreign trade was at lower levels relative
to domestic activity.

Woe could have used monetary policy more extensively.
The dollar exchange rate would have deteriorated somewhat ==
complete success in contpo;}ing,short?term copital movements
is not for this world =- and this would have had some in-
flationary impact. Followers of Milton Friedman would say
that this would have worked out well. Those who believe

)

i

EER e

X | Y




[ T'H’r‘ i

A\
y o ) -

that fundamentai:imbuluncc within the domebtic economy
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requires fiscal as well as monetary correction would

complain that we might not have achigved what they

would consider a badly nccded tax reduction in 1964,
If we are to have growing interdependence, it is
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the inhibitions and mutual confidence referred to earlier
that are essential in avoiding damaging international
friction among the advanced countrics that will continue
to form the positive foundation of our fereign policy.
These will be achieved in face of growing interdependconce
only by substantial improvement in international institu-
tions, involving (to use Cooper's words) a shift from
international cooperaticon in to international coordina-
tion of domestic policies, And, of course, the execu-
tion of domestic policies will havo to be improved in

'r; any case -- substantinlly improved.

| If this were to be done, a cohasive, deliberated

but forceful initiative would be reocuired internaticnally.
Llhe time to start -- or to take the first planned steps --
would be now. In this context the qualirications above
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about the probable permanence of an imperfect systex are
meant to fostexr xealistic expectations, not to detract
from the neced for such an initistive.

Where onc comes down =- whether one feols that this
kind of game is worth the candle, or is practical -- to
a large extent depends on whether one belicves that a
political will can be developed domestically and inter-
nationally and on how onege views the alternatives.
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